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PREFACE

The attached document is a contractor's study prepared for the
Office of Water and Hazardous Materials, Economic Analysis Section, of
the Environmental Protection Agency ("EPA"). The purpose of the study
is to analyze the economic impact which could result from the applica-
tion of alternative effluent limitation guidelines and standards of
performance to be established under sections 304(b) and 306 of the
Federal Water Pollution Control Act, as amended.

The study supplements the technical study (""EPA Development Docu-~
ment'") supporting the issuance of international regulations under
sections 304(b) and 306. The Development Document surveys existing and
potential waste treatment control methods and technology within parti-
cular industrial source categories and supports the proposal based upon
an analysis of the feasibility of these guidelines and standards in
accordance with the requirements of sections 304(b) and 306 of the Act.
Presented in the Development Document are the investment and operating
costs associated with various alternative control and treatment techno-
logies. The attached document supplements this analysis by estimating
the broader economic effects which might result from the required appli-
cations of various control methods and technologies. This study
investigates the effect of alternative approaches in terms of product
price increases, effects upon employment and the continued viability of
affected plants, effects upon foreign trade and other competitive effects.

The study has been prepared with the supervision and review of the

Office of Water and Hazardous Materials, Economic Analysis Section of EPA.



This report was submitted in partial fulfillment of Contract No. BOA
68-01-1541, Task Order No. 20, by Arthur D. Little, Inc., Cambridge,
Massachusetts. Work was completed as of July, 1975.

This report is being released and circulated at approximately the
same time as publication in the Federal Register of a notice of interim
final and proposed rule making under sections 304(b) and 306 of the Act for
the subject point source category. The study is not an official EPA publica-
tion. It will be considered along with the information contained in the
Development Document and any comments received by EPA on either document
before or during proposed rule making proceedings necessary to establish
final regulations. Prior to final promulgation of regulations, the
accompanying study shall have standing in any EPA proceeding or court
proceeding only to the extent that it represents the views of the con-
tractor who studied the subject industry. It cannot be cited, referenced,
or represented in any respect in any such proceeding as a statement of

EPA's views regarding the subject industry.
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I. EXECUTIVE SUMMARY

I.1. SCOPE OF WORK

The U. S. Environmental Protection Agency (EPA) is issuing interim
final effluent guidelines for the 1977 Best Practicable Technology Currently
Available and proposed effluent guidelines for the 1983 Best Available Tech-
nology and the New Source Performance Standards for offshore oil and gas
production. An economic impact analysis of the guidelines was performed by
Arthur D. Little, Inc. (ADL), under contract with the EPA and is reported
here.

The economic impact analysis evaluated how many well completions would
be shut in rather than brought into compliance, the investment required by
the operators to come into compliance, and how much oil and gas production
would be foregone as a result of the guidelines.

The impact analysis used costs of compliance developed by EPA and given
a general review by ADL. The capability of the assumed treatment technologies
to meet the effluent standard and the availability of platform space for
installing the equipment has not been evaluated by ADL.

0il and gas is currently produced from three offshore U.S. areas: the
Gulf of Mexico, California, and Alaska's Cook Inlet. 1In 1973 the Gulf of
Mexico produced 747 of U.S. offshore oil and 97% of offshore gas. California
produced 15% and 1%, respectively, and Alaska produced 117 and 27 of offshore
oil and gas.

The economic impact analysis deals principally with the regulation's

effects in the Gulf of Mexico. This is the area with the majority of production



and the area to experience the major impact. Over 95% of the production

from offshore California leases appears to be in compliance at this time

with the 1983 treatment requirement. The potential impact of the guideiines

on Cook Inlet production has not been possible to treat completely because

of a lack of relevant data on the costs of production and the costs of treat-
ment and reinjection. The potential impacts on Cook Inlet production have

been discussed qualitatively.

I.2. INDUSTRY DESCRIPTION

Beginning in the late 1940's,0il and gas have been produced from fields
off the U.S. coast. 1In 1973, 177 of total United States o0il preduction and
17% of gas production was from offshore wells. While there was a small fall-
off in offshore o0il production in the early 1970's, the offshore areas are
generally regarded as an increasingly important source of oil and gas
production.

Historically, offshore operations have been dominated by the larger oil
companies. In 1971, 63% of offshore o0il production was from wells owned by
individual majors and another 347 was from wells owned by groups of majors.
The Department of the Interior has encouraged the participation by smaller
firms in recent years and the predominance of the majors is declining.

Revenues from offshore oil production amounted to $1.64 billion as
compared with total U.S. oil production revenues of $10.35 billion in 1973.

Revenues from offshore natural gas production were about $740 million in 1973.

I-2



Prices of o0il and gas are partially regulated. 0il sold without
price regulations has a price approximately corresponding to the world
market, while regulated oil is sold at $5.25 per barrel. Natural gas
sold in intrastate markets is selling at prices determined by supply and
demand; however, natural gas sold in interstate markets (the majority
of Gulf of Mexico production) is regulated to be $0.51 per thousand
cubic feet (MCF)).

The prices of both o0il and natural gas are a subject of strong
debate. Serious proposals exist to deregulate both old oil and natural
gas in order to encourage more exploration and development of domestic
supplies. On the other hand, major groups, such as segments of the
Congress, believe oil prices in particular are too high and more controls
should be imposed. The economic impact analysis has tested a range of
potential prices since it is not possible to say with any certainty what
future price levels will be.

The profitability of the oil industry has also been a subject of con-
siderable debate. Historically, the industry has been about as profitable
as the average U.S. manufacturing sector. However, a shadow of uncertainty
exists because of pending decisions by Governmment agencies on a number of
proposals which would vitally affect the industry. Tax policies have
already been changed and may be changed again. Decisions on price controls
and the excess profits taxes are not resolved. The resolution of these
conflicting influences on the industry will be of far greater importance
to its profitability and financial structure than the proposed pollution

abatement regulations

I-3



I.3. SUMMARY OF CONCLUSIONS

Based upon the assumptions stated in the body of this report, the

major conclusions of the economic impact . .ilysis of the proposed

effluent guidelines on offshore U.S. o0il and gas production and the

producing companies can be summarized as follows.

The capital investment required to bring wells producing in 1974 in
the Gulf of Mexico into compliance will be approximately 3$64-145
million in 1977 and $50-56 million in 1983 in 1974 dollars. Addi-
tional investment will be required for wells drilled in tne Gulf after

1974.

Since almost all production from leases off the California coast is
now in compliance with the proposed regulations, additional required

investments will likely be very small, if any.

The required investment for bringing offshore Alaska production into
compliance has not been determined. The costs will be higher than

in the Gulf of Mexico on a per barrel of water treated basis.

The average costs including capital recovery of producing oil from wells
completed in or prior to 1974 in the Gulf of Mexico will be increased
by about 9-31 cents per barrel in federal waters and about 12-16 cents
per barrel in state waters in 1977. The production cost increase

in state waters in 1983 will



be about $.77-$1.08 per barrel. The costs of producing natural

gas from gas wells in the Gulf will be increased by less than one-half
cent per MCF in federal waters and state waters in 1977. The estimated
increase in production costs in 1983 will be about one cent per MCF

in state waters. Production cost increases associated with California

wells are expected to be negligible.

For oil wells producing in 1974 in the Gulf of Mexico, and for which
no price increases are possible, the effluent guidelines will result
in 14-28 million barrels of o0il and lease condensate not being ulti-
mately produced, due primarily to shortened well life after 1983
rather than well closures in 1977 or 1983. The foregone production
represents 0.67 to 1.2% of the total remaining potential production
from the wells from 1977 to the end of their economic life, which may
be beyond the year 2000, in the absence of the guidelines. Similarly,
the foregone production of non-associated and associated natural gas
will be 81 to 249 million MCF in the absence of price increases to
recover the costs which represent 03 7% to 1.0% of the total potential

production from 1977 on.

There will be no closures of companies as a direct result

of application of the guidelines.

There will be no significant effects on the profitability of the

industry as a whole. The profitability of firms operating primarily

in state waters might be affected.

I-5



10.

The added estimated investment in offshore treatment and reinjection
equipment for the Gulf of Mexico represents approximately 0.2-0.4%
of expected total industry capital investment in offshore production
($48 billion) during the 1976-1983 period. As such, the pollution
abatement-related investment should nct materially alter investment

plans of the industry.

The guidelines are not expected to discourage the exploration for or
development of new oil or gas wells. However, the total lifetime
production of the new wells will be reduced. The 0.6% to 1.27 re-
duction in volume produced over the remaining lifetime in the absence
of price increases of existing o0il wells in the Gulf of Mexico can
be regarded as an upper limit to the percentage reduction in total
lifetime production of oil from new wells. It's an upper limit because
the value of total lifetime production of the wells producing in 1977
is significantly larger than their remaining lifetime production value
as of 1977. The 0.3% to 1.0% loss of remaining gas production can
also be regarded as an upper limit for the foregone gas production
from new wells if price increases are not possible to recover the

pollution abatement costs for the same reason.

U.S. crude oil prices are now controlled (old o0il) or move with the
world oil price (new or released 0il). The higher production costs
resulting from compliance with the proposed regulations may be re-
coverable through allowed increases in old oil prices, though such an
allowance is not assured, nor are the procedures for allowing such

an increase well established. The higher production costs associated



11.

12.

with uncontrolled oil already priced competitively with imported oil
will likely not be recovered through price increases directly resulting
from the added pollution control cost. The added operating costs of
pollution control would result primarily in reduced revenues for the

producer.

The increases in the costs of producing interstate natural gas (the
majority of Gulf of Mexico production) will probably be substantially
recovered by price increases approved by the FPC. The procedure for
allowing such cost recoveries is well established, though cumbersome,
and the pattern of recent FPC decisions indicates that the FPC would
rule favorably on price increases to recover increased operating costs

as a result of new government regulations.

The reduction in U.S. oil and gas production %ill be made up primarily
by imports. At $11 per barrel, the foregone 0il production from wells
producing in 1974 represents 3154 to $306 million in oil purchases
abroad which would not otherwise have been made over about 25 years.
The lost gas production from 1974 wells would require purchases of
$162-498 million of foreign natural gas at $2.00 per MCF also over
about 25 years. The required purchase of imported oil and gas

assumes the foregone domestic production will not be replaced by coal,
or nuclear power, and that U.S. domestic production will not equal

U.S. demand over the 25 year period.



TABLE I-1

SUMMARY OF ECONOMIC IMPACTS

THE OFFSHORE OIL AND GAS EXTRACTION INDUSTRY

(Portion of SIC 1311)

Industry Description

Number of Platforms

Number of Platforms
Directly Discharging

Number of Platforms with
BPCTCA in Place

Costs (1974 Dollars)
(Gulf of Mexico wells producing
in 1974)

Total for Industry
Average per Platform
Percent of Average Annual
Investment in Offshore
Production
Annual
Total for Industry
Average per Platform
Percent of Sales
0il (Federal waters)
Gas (Federal waters)
Expected Price Increases

(due to added pollution
control costs)

0il

Gas

Platform Closures
(rather than invest in
abatement equipment)

$64-145 million
.11-.25 million
1-27%

$36-78 million
$71-153 thousand

1%-3%
0.3%-1%

none

<0.5%

Gulf of Mexico California Alaska
750 14 14
510 0 14
180 14 NA

BPCTCA BATEA

$50-56 million
.09-,10 million
0.7

9

$20 million
$40 thousand

none

none

none

2%

27



TABLE I-1 (Con't)

Foregone Production
(between 1977 and 2000)
(from wells producing in 1

0il

Gas

Jobs Lost

Community Effects

Impact on Industry Growth

Balance of Payment Effects

BPCTCA

974)

14-28 million bbl's
(0.@%—1.2% of potential)

80-250 million MCF
(0.3%-1.0% of potential)

none
none

none

(Over 25 years)

SOURCE: Arthur D. Little,

$316 to $804 million

Inc., estimates

BATEA

none

none

none



II. CHARACTERIZATION OF THE OFFSHORE OIL AND GAS EXTRACTION INDUSTRY

IT.1. INDUSTRY STRUCTURE

1.1, Industry Definition

The activities of the o0il and gas industry to be covered by the pro-
posed and interim final effluent limitation guidelines and the New Source
Performance Standards include production from offshore oil and gas wells.

This report applies only to those offshore production facilities
physically attached to and an integral part qf the production equipment.
Firms which are primarily engaged in contract exploration activities or
contract drilling of wells are not covered by the effluent guidelines.
The drilling and exploration activities of firms operating offshore wells

are also not covered by the regulations.

1.2. Offshore 0il and Gas Production

Following lease sales to interested parties, the first phase of off-
shore development begins with exploratory drilling from mobile drilling
rigs which are positioned over suitable geological features located pre-
viously by geophysical techniques. The purposes of exploratory drilling
are to define the existence of o0il and/or gas fields. Results of explora-
tory drilling are used to establish a plan for the development of the
newly discovered accumulations. Several or more wells may be drilled to
confirm or deny the presence of hydrocarbons on any given oil and gas

prospect.
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The second phase of offshore development begins with the installa-
tion of fixed platforms from which a number of wells are directionally
drilled to tap the hydrocarbon pools existing in the o0il and gas field.
Of fshore drilling procedures are much the same as drilling on land,
except that marine drilling requires special equipment and considerable

logistical support with resulting higher costs/foot drilled than on on-

shore prospects.

The engineering, construction, and operation of fixed offshore

platforms has evolved gradually since the first well was drilled out of
sight of land off of the coast of Louisiana in 1947. As offshore development

activity has moved into deeper waters and increasingly hostile environments,
fixed platforms have become extremely large, self-contained facilities which
can support as many as 30 or 40 development wells. As the majority or all of
the development wells from a platform are completed, the platform begins
production of one or a combination of crude 0il, natural gas and gas conden-

sate. Formation water —- typically a salt brine -~ is usually produced in

conjunction with oil.

Typically, several producing platforms are linked by a pipeline
gathering system to a centrally located production processing platform.
If oil and gas are produced in association with each other (a common case),
the two are separated at the processing platform. When only gas is pro-
duced, it may~require removal of associated water (dehydration). Formation

water produced with oil is separated and disposed of.
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The producing areas discussed in this report are located off the
coasts of Louisiana, Texas, California, and Alaska. Leases have also
been sold on acreage off Mississippi, Alabama, and Florida, and produc-
tion is expected in these areas. The offshore areas are divided into
those in state waters within the three mile limit and those beyond the
three mile limit in Federal waters. The Federal waters are called the

Outer Continental Shelf (0OCS).

Table II-1 lists the historical totals for offshore production of oil
and condensate. Table II-2 lists the natural gas production, and Table II-3
compares the offshore production with total U.S. production of o0il and gas.

As shown in Table II-3, total oil production peaked in 1970 at 3.5
billion barrels and declined in 1973 to 3.4 billion barrels. While the OCS
has a large potential for new production, 1971 saw a peak OCS production
of 419 million barrels which declined to 395 million barrels in 1973. OCS
production accounted for about 127 of total U.S. oil production for 1971,
1972, and 1973, up from 4.47% in 1964. Total U.S. gas production only increased
from 20.7 trillion cubic feet in 1969 to 22.9 trillion cubic feet in 1973.
The percent of OCS gas production increased from 9.47 to 147 over the same

period.

In all of the states except Alaska, where there has been a jurisdic-
tional dispute, the relative importance of the producing areas has moved
from the state waters to the deeper OCS waters. Louisiana produced 429
million of the 583 million barrels of total offshore oil production and 3.6
trillion of the 3.9 trillion cubic feet of offshore gas production. Louisiana's

oil production is 877 from OCS waters, while 217 of California's is from the 0CS.
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1.3. Demand for 0il and Gas

It is not the intention of this report to amalyze in detail future
energy demand or supply for the U.S. The report will draw from the work
of reputable sources to broadly sketch the likely demand for oil and gas
over the period of interest. The estimates will then be used as the
background for estimating the impact of the proposed pollution control
requirements on the offshore and onshore industry.

The principal conclusion coming from an examination of the U.S.
demand for crude oil and the available supply is that demand is and will
likely continue to exceed domestic production under most realistic
scenarios. The total demand for crude oil has grown at about 4.5% per
year over the period 1965-1973. This growth, combined with a slow
decline in U.S. production since 1970, has resulted in an increasing
reliance on imports of both crude o0il and refined products. Growth in
domestic refining capacity has been less than the growth in U.S. con-
sumption of refined products. The difference has been made up by
importing products from foreign refineries; in 1973, product imports
approximated 177 of total product consumption and were also 46% of both
crude and product imports.

Domestic gas production has historically approximated consumption
and domestic supplies have not been sufficient for several years. As a

result, imports are expected to grow to over 10%Z of consumption by 1985.

1
Project Independence Blueprint, Final Task Force Report-Finance, p. 66,
FEA, November 1974.
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Note that the growth in natural gas usage averaged about 6.5% per year
from 1965 through 1970. Annual growth following 1970 has been about
2.5%. U.S. production increased by about 1% per year from 1970 through
1973. The difference has been made up by imports which accounted for

about 77 of consumption in 1974.

1.4. 0il and Gas Supply/Demand

Petroleum and natural gas are primarily consumed as fuels. Prior
to 1973, these energy forms and others were relatively inexpensive in
the United States. The combined effects of industry practices and
government tax and pricing measures served to keep energy prices low.

The measures encouraged gas consumption.

In the last 25 years, there has been a shift from a significant
dependence on coal to meet the U.S. energy demand to a predominant depen-—
dence on oil and natural gas. Table II-4 1lists the components of U.S.
energy demand for 1970 and 1972. 0il was the primary source of 45.57 of
energy consumed in 1972. Natural gas accounted for 32.3%. 1Im 1950, coal
accounted for 37% of U.S. energy consumption, but coal's share had fallen
to 18% in 1974.

With energy prices low, energy consur ation has been regarded as
relatively price inelastic, particularly in the short run. However, the
1973-1974 o0il embargo, the rise in imported petroleum prices, and current
interest in energy conservation have highlighted the complex nature of
the energy demand function. Energy consumption depends in a vital way

on a multitude of factors other than the short-run cost of producing the
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TABLE II- 4

U.S. ENERGY DEMAND BY PRIMARY SOURCE - 1972 and 1970

Energy Form 1972 1970

0il
Quadrillion Btu /year 32.8 (45.5%) 29.6 (44.1%)
MM bbl/day 16.5 14.6

Gas
Quadrillion Btu /year 23.3 (32.3%) 22.0 (32.7%)
Trillion cubic feet/year 22.6 21.4

Coal
Quadrillion Btw/year 12.5 (17.2%) 12.7 (18.9%)
MM Tons /year 517 532

Nuclear
Quadrillion Btu /year 0.6 (0.82) 0.2 (0.3%)

Hydro and Other

Quadrillion Btu /year 2.9 (4.2%) 2.7 (4.0%)
Total
Quadrillion Btu /year 72.1 (100%) 67.2 (100%)

SOURCE: U.S. Bureau of Mines , cited in Project Independence Blueprint,
Final Task Force Report - Finance, p. A-7, FEA, November 1974
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energy. Use of public transportation, living standards, building codes,
driving habits, land use planning, home heating habits, and industrial
processes are only a few of the factors affecting energy demand. Many

of these factors are a reflection of the long-run price of energy but are
not readily changed in the short run. It is also clear that political
considerations will be an important factor in determining both total
energy usage and the relative use of various energy forms.

Prior to the embargo, total energy consumption was growing at 4.3%
per year. This growth has since been reduced to 3.27% to 3.57% per year.
There was an actual decline of 27 in 1974, but there is no expectation
of a permanent decline trend in the foreseeable future. The growth rate
may be temporarily or permanently lower, but there will be a continuing
and growing demand for new energy.

In the case of petroleum, there is the potential for some substitu-
tion away from oil, such as the conversion of electric power plants to
coal. There is also some potential for an absolute reduction in petro-
leum/energy usage in transportation; smaller cars and public transportation
at least present this possibility. However, at best, the expectation is
for growth in o0il demand to be held very low but not to decline. Since
1970, all of the growth in U.S. o0il demand has been met by imported oil.

The Project Independence Report examined the potential for reducing the

level of o0il imports and concluded that if there were strong government
action to accelerate domestic production and conservation and if world
oil prices were $11 per barrel, it would be possible to end imports by
about 1985. At lower prices and with less vigorous government action,

some level of imports would still be required in 1985.
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The continuing flow of imported oil at least to 1985 at prices
likely to be well in excess of production costs of all but marginal
domestic production will prevent even relatively large increases in the
costs of domestic production from acting to reduce demand for the domes-
tic crude below domestic production capacity. Either increases or
decreases in total U.S. petroleum demand will mean changes in the level
of imports, not the level of U.S. petroleum production. This pattern
will be particularly true for wells which are now in production. Some
individual wells which are now high cost producers will be made uneco-
nomical by the higher production cost resulting from pollution control
requirements. Short of domestic discoveries of unprecedented magnitude
and productivity, the demand for domestically produced o0il will continue
to be well in excess of U.S. production capacity.

A similar situation is seen in the case of natural gas. There is
long-term potential for some substitution away from gas, for example, to
nuclear power and coal for electric power generation. Imports are not
yet as important a factor as in o0il, since the volume is not as great.

Unlike oil, interstate gas is usually sold under long-term contracts
at regulated prices,which at present are low relative to the costs of
developing new gas wells or of close substitutes like o0il. Interstate
natural gas prices were (1974) 1/3 to 1/4 of the price of fuel o0il prices
per BTU in major natural gas consuming areas. Since the price of natural
gas 1is presently well below the next most expensive substitute, it is
unlikely that even relatively large pollution control costs, by themselves,

would have the effect of shifting demand away from gas to substitute
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products. The overall demand for natural gas will thus not be reduced
below U.S. supply capacity. However, the supply might be affected if
some individual wells were made uneconomical as a result of higher pol-
lution control costs.

Many estimates have been made of the future demand and supply of

0oil and gas. For this study, the estimates made in the Project Indepen-

dence Blueprint Report, November 1974, have been used. The report

presents a series of estimates under different sets of assumptions. The
assumptions include different levels of government efforts to encourage
energy conservation, to accelerate domestic energy production, and the
level of OPECl 0il prices. The report makes clear that there are both
choices and uncertainties. The o0il and gas estimates are used in this
report in that light.

The report constructed a set of estimates for a 'base case" and
"accelerated supply case" under both a $7 and $11 per barrel world oil
price. Table II-5 lists the estimated U.S. energy demand by form, with
imported oil reported separately. The base case assumed that government
policy towards energy, and particularly petroleum production, will be
essentially unchanged. Leasing on the Outer Continental Shelf (0OCS) will

remain at about 2-3 million acres per year. Government royalties for

lOrganization of Petroleum Exporting Countries, including Saudi Arabia,
Iran, Venezuela, Nigeria, Libya, Kuwait, Iraq, United Arab Emirates,
Algeria, Indonesia, Qatar, Ecuador and Gabon, which is an associate
member. The United Arab Emirates is a federation of Abu Dhabi, Dubai,
Sharjah, Ajman, Umm al Quwain, Ras Al Khaimah and Fujairah.
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Energy Form

U.s. 0il
Imported 0il
Gas

Coal

Hydro & Geo.
Nuclear

Synthetics

Total

TABLE II-5

U.S. ENERGY DEMAND BY PRIMARY SOURCE - 1985

1972
22.4
11.7
22.1

12.5

(Quadrillion Btu's)

1985
$7 0il $11 0il
Base Case Accelerated Base Case Accelerated
Supply Supply

23.1 30.5 31.3 38.0

24.8 17.1 6.5 0.0

23.8 24.7 24.8 25.5

19.9 17.7 22.9 20.7

4.8 4.8 4.8 4.8

12.5 14.7 12.5 14.7
- - - - _0.4
109.1 109.6 102.9 104.2

SOURCE: _Project Independence Report, FEA, November 1974, p. 46
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the leases would remain at one-sixth. Natural gas for interstate sale
would be regulated at $0.89 per thousand cubic feet. Under the "accele-
rated development" case, leasing would be increased to 10 million acres
per year, and royalties would be reduced to one-eighth. Natural gas
price regulations would be ended, with prices rising to $1.75 per thousand
cubic feet by 1988. Development would also be allowed in the Naval
petroleum reserves.

The values in Table II-5 reflect FEA's estimate (based on $7/bbl
crude) of long-term growth rate of U.S. energy consumption (3.1%/year).
At oil prices of $11 per barrel, the annual energy growth rate was esti-
mated to be 2.9%. There is some shift away from oil to gas and coal,
but not a significant reduction in overall energy demand. The projection
of such reductions from the historic growth rate of 4.37 are an important
uncertainty in the analysis.

Table II-6 1is a more detailed listing of U.S. oil production esti-
mates with the additional estimate of production levels if the world
price dropped to $4 per barrel. Imn all cases, domestic production would
continue to decline out to 1977. Table II-7 1lists the estimated sources
of new U.S. oil production if the world oil price is $11 per barrel.

Offshore production amounts to 2.9 million barrels per day, or 19% of

the total U.S. production, under the "business as usual" (base case)
scenario in 1985. New OCS production is 4.8 million barrels per day
(247%) under the accelerated development case.

Table II-8 1lists the estimated gas production assuming the $11 per

barrel world oil price and accelerated development. The report saw very
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TABLE 1I-6

U.S. CRUDE OIL PRODUCTION - 1974 TO 1985

(millions barrels per day)

"Business as Usual' Case

World Price ($/bbl) 1974 1977 1980 1985
4 10.5 9.0 9.3 9.8

7 10.5 9.5 11.1 11.9

11 10.5 9.9 12.2 15.0

"Accelerated Development' Case

4 10.5 9.7 11.1 11.6
7 10.5 10.2 12.9 16.6
11 10.5 10.3 13.5 20.0

SOURCE: Project Independence Report, FEA, November 1974, p. 81
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TABLE II-7

POTENTIAL RATES OF U.S. OIL PRODUCTION

(millions of barrels per day, at $11 per barrel world prices)

1985
"Business "Accelerated
Production Area 1974 As Usual" Development"
(change) (change)

Onshore - Lower 48 States 8.9 9.1 (1.2) 9.9 (1.0)
- Conventional fields and new

primary fields 6.4 3.4 (-3.0) 3.5 (~2.9)
- New secondary - 2.4 (2.4) 2.4 (2.4)
- New tertiary - 1.8 (1.8) 2.3 (2.3)
- Natural gas liquids 2.0 1.5 (-0.5) 1.6 (-0.4)
- Naval Petroleum Reserve {1 - - 0.2 (0.2)
Alaska 0.2 3.0 (2.8) 5.3 (5.1)
- North Slope - 2.5 (2.5) 2.5 (2.5)
- Southern Alaska (including OCS) 0.2 0.5 (0.3) 0.8 (0.6)
- Naval Petroleum Reserve #4 - - 2.0 (2.0)
Lower 48 Outer Continental Shelf 1.4 2.6 (1.2) 4.3 (2.9)
- Gulf of Mexico 1.3 2.1 (0.8) 2.5 (1.2)
~ California OCS 0.1 0.5 (0.4) 1.3 (1.2)
- Atlantic OCS - - 0.5 (0.5)
Heavy Crude and Tar Sands - 0.3 (0.3) 0.5 (0.5)
Total Potential Production 10.5 15.0 (4.5) 20.0 (9.5)

SOURCE: Project Independence Report, FEA, November 1974, p. 83
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TABLE II-8

*
U.S. NATURAL GAS SUPPLIES, 1972-1985

(trillions of cubic feet per year)

Source 1972 1977 1980 1985
Lower 48 States,Onshore 19.4 16.7 17.4 15.5
Lower 48 States, Offshore 3.0 4.4 6.1 8.2
Alaska (except North Slope) 0.08 0.02 0.03 0.1
Naval Petroleum Reserve #4 0.0 0.0 0.0 0.8
North Slope 0.0 0.0 0.8 2.5
Coal Conversion 0.0 0.0 0.0 0.2

TOTAL 22.5 21.1 24.3 27.3

*
Assumes $11 per barrel world oil prices and accelerated development scenario.

SOURCE: Project Independence Report, FEA, November 1974, p. 48
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limited potential for U.S.-produced gas to maintain its present share
of energy consumption. Offshore production is estimated to account for
31% of gas production in 1985 under an accelerated development assump-
tion, as compared with 13% in 1972.

The essential conclusion from an examination of the supply and
demand forecasts for oil and gas out to 1985 is that even relatively
large increases in the cost of producing domestic crude and gas will not
result in a reduction of demand below the capacity of U.S. pr-duction at
$§7 or $11 per barrel price levels.

To illustrate the role of imports in the relationship between U.S.
0il supply and demand, Figure II-1A was constructed from the crude oil

supply and demand estimates in the Project Independence Report. An

imports supply curve has been drawn showing that at $11 per barrel, at
least 5 MM bbl/day can be purchased but none can be purchased for less
than $11 per barrel. With a supply/demand relationship as shown in
Figure II-1 , a shift in the U.S. supply curve as a result of an industry-
wide change in production economics, such as resulting from new pollution
control costs, will not change the intersection of the total U.S. supply
curve and the U.S. demand curve. The total quantity of oil consumed will
remain essentially unchanged, as would the price. The difference between
total demand and available U.S. supply would be made up by imports. Thus,
the demand for U.S. production at the equilibrium price of $11 per barrel
would remain both unchanged and greater than U.S. production capacity at

$11 per barrel.

I1-18



Crude Price, $/bbl

15

14

13

12

1

10

U.S. Offshore Supply Curve

Total U.S. Petroleum
Demand Curve

Imports Supply Curve

N\

- —

U.S. Offshore Plus Onshore

Supply Curve \

Total U.S. Crude Oil
Supply Curve

L 1 1 1 J 1 1 1 L | i ! [ L

SOURCE:

2 3 4 5 6 7 8 9 10 11 12 13 14 15

Demand/Production

(MM bbls/day)

FIGURE H-1 1977 U.S. PETROLEUM SUPPLY AND DEMAND FUNCTIONS
(Accelerated Development Scenario)

Drawn from projected supply and demand values in 0il: Possible Levels
of Future Production, Project Independence Blueprint, FEA, Nov. 1974
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Figure II-1 also shows the domestic supply curve to be almost ver-
tical above $9 per barrel. Increasing prices from $9 to $11 per barrel
will increase total U.S. production by only a small amount in 1977, accor-
ding to the Blueprint estimate shown in the figure. While a shift in the
U.S. supply curve as mentioned above will result in lower U.S. oil pro-
duction (to be made up by imports), the nearly vertical U.S. supply curve
suggests that the production losses will be small for production cost

increases as large as $2 per barrel.
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IT.2. CHARACTERIZATION OF OFFSHORE OIL AND GAS PRODUCING COMPANIES

Until the early 1970's, the vast majority of U.S. offshore o0il and
gas production came from wells owned and operated by the large integrated
0il companies. The large "up front" costs of lease honus payments and
the massive investments required for exploration, development, production,
and processing facilities tended to discourage all but the largest firms
from undertaking offshore projects. Table II-9 shows the participation
of the major oil companies in offshore production in 1971; in that year,
the major integrated companies operating independently or in groups
accounted for 97% of OCS oil production. Recent efforts have been made
by the Interior Department to allow more participation by smaller com-
panies. Since 1971, there has been an increased participation by the
independents in acquiring offshore acreage. For the three lease sales
of September and December 1972 and June 1973, single majors acquired 217
of the acreage, groups of majors acquired 147, single independents
acquired 177, and groups of independents and majors acquired 477% of the
acreage.,

The companies attempting to acquire offshore acreage for oil and gas
development bid either independently or in groups for the right to develop
and produce the fields. 1If a consortium of companies wins the bidding,
one of the firms will be responsible for drilling and operating the wells.
Table II-10 lists, as an example, the ownership relationship of the firms
operating in Federal waters off Louisiana in 1973. Table II-11 lists
major oil companies and their partners owning leases in Louisiana state

waters the same year.
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TABLE II-9

OCS LEASE ACREAGE AND PRODUCTION, THROUGH SEPT. 1971

Lessee Acreage (%) Production (%)
Individual Majors 46 63
Groups of Majors 35 34
Groups of Independents 17 2
Individual Independents 2 1

SOURCE: U.S. Department of the Interior, reported in Outer Continental
Shelf Policy Issues, p. 61, Committee on Interior and Insular
Affairs, U.S. Senate, 1972
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TABLE II-10

—LOUISIANA LAND & EXPLORATION CO., DOCKET NO CI73-501, JOINT OWNERSHIP OF FEDERAL
OFFSHORE PRODUCING LEASES

Number
Number of Independently of joint
Company leases owned Major partners ventures |
The majors:
Amerada-Hess_ .. ... 15 0 Marathon.___ . ... 13
Signal_.......... 14
Lovisiana Land. 14
Atlantic-Rechfield ... . ... .. 94 3 Cities._.._.._. 85
83
87
[}
:
Cittes Service. ... o_oiooaeoo 101 1 85
93
91
Mobil, .. .. 2
Teaneco3_ .. __.__......._... 7
Standard Oil of Califormia 2
(Chevron).
Contimental. ... ... ... 119 T Aflantie. L. 3]
Cities_ ..o 91
Gotty. ... .. 87
Mobi. ... ..l 19
Tenneco? . __..__..._...__... 8
Standard  Od of California 2
(Chevron).
Superior____. 2
Transocean..___. 2
Southern Natural ? 2
Getty. o 100 2 Atlantic. ... ool 83
11T I 93
Continental .. ... ... ._.... 87
L1 PPN 8
Tenneco? .. ... _._....._. 4
Standard OO0 of Califormia 3
(Chevron),
Phallips ... .l 3
Superior__. 2
Transocean 2
Southern Natural 2 2
Allied Chemical 3
Gulf e 5! 38 Mobid. .. ... ... 7
Standard Oil of New jersey [
(Exxon).
Phulips_ ... ... 4
Kerr-McGee. ... ... .____..__ 2
Marathon. ... . . . ... 18 0 Amerada._ 13
Signal...__.. 13
Louisiana tand. . 13
Umon._._.__ R S
SUN . e aaeaas 3
MO e 52 6 Continental......_...._....... 13
8
G 7
Standard 011 of Calitormia 5
(Chevron)
Standard Of of New Jersey 4
(Exxon).
Standard 01l of {ndiana (Amoco). 4
;annlrzllc’ .................... ;
16 3 Kerr-McGee .. .. .. ...
PhINDS . i Gulf T ¢
Getty - ... 3
Standard Oil of Indiana (Amoco). g
SUN. i
Southern Natural 2. _._________. 2
Allied Chemical . ...._.._...... 3
Sholl. e i 68 64 Standard O of Califorma 2
"""""""""""" M(gr;avron). 5
105 86 Mobil. ... .. ceeiiaaa. 5
Chevron. _ et Getty. ... 3
Atiantic___.. 2
ties. .. ... 2
Continental. . 2
AMOCO oo 60 3 Texaco...... 2
"""""" Union_ .o 12
Southern Natu 8
Mobi . 4
Kerr-Mc 4
Superior 4
Tenneco 3
Phillips ... 3
Pennzoil 3 4
Te:as Easter, é
_______ 52 43 Guit. ...
EXAON. . oooocnenoceceneeeee Mot 4
_________ 19 urmah.
SUM- e Mu(ph e 10
Kerr- . 4
Union..... 3
Phillips. - 3
Marathort 3
abot... . ... 3
Diamond Shamraoc! 3
Anadarko?_ . _................ 3
TORACO o ieeeaeam——nan 55 16 Standard Oil of Indiana (Amoco) 29
"""""" Svmdard O of Tndians (Armoco). 2
- 37 18 Standard Ol of Indiana (Amoco).
Unton Ol oo Marathon. oo 5
Superior__ 4
UM e e oo oee o aceea e 3
Texas Eastern3___..___.._.._. 2



TABLE 11I-10 (Con't)

-LOUISIANA LAND & EXPLORATION CO, DOCKET NO Ci73-501, JOINT OWNERSHIP

OFFSHORE PRODUCING LEASES—Continued

GF FEDERAL.

Number

Number of Independently of joint

Company leases owned Mzjor partners ventures 1
Seiected medium sized firms.

Tenneco Ol 2 . ... . ... 51 24 Texaco ... .. ... ......... 9

Contimental ____.. ... _._... 8

Cities_ . v ... 7

Conschdated? .. ... ... .. [

Columbia Gas*. ... . ... [

Texas Gas Transmission? . ... [

Forest . .. ... ... .. ... [

Kerr-McGee. ... ... ........ 28 O PRUMIIpS. ... 7

Cabot ... ... ... .. 12

Soutnern Nats. . ... 3

Cabot COrp.o v, 12 0 Sun.... ... Lol 3

Kerr-McGee. ... .. 12

Pennzosh 2 .o ... .. l.. 9 1 Standard Ol of InGiana_ .. __. . 4

Consalidated 2 ... ... ... 33 0 ColumbiaGas-_.__.. .. . 26

Texes Gas Transmission?. 25

Foresto_...... ...l 26

Tenneco?. ... ... [

Columbia Gas 2. ... .. ... 33 0 Consohdated: . . .. ... .. __. 26

Texas Gas2.. ............... 27

Forest ... ... L......- 33

Tenneeo?. .. ... ..o &

Texas Gas 2. ..o....... ..o..o.o... 28 0 Conschdated? __.... ._....... 25

Columbia Gas 2_. 26

Forest. .. . ... 23

Tenneco? _ .. . ... ... ... 6

Forest Ol .. oo 34 G Consolidated? __.._.._.._ ... 28

Columbia Gas? ..._....... ... 37

Texas Gas2... ............... 26

Tenneco?. ... . ... ... 3

Murphy-Ocean. ... ........oo..... 32 ) B ORI 10

Burmah___ . .. ... ... 21

Burmah 23 0 Sum e 11

Murphy-Ocean. _.__..._........ i

Segnal e 15 1 Amerada. ... ... ............ i)

Marathon. ... .. ... .. 13

Louisiana Land. 14

Loussiana Land & Exploration.___.____ 14 0 Amerada. i

Marathon. It

Signal ... o_... ... 14

SUPeNOT . L oee e, 21 10 Standard Oil ot indrana (Amoco). 4

URIOM. e e e 4

Transocean. .. ....... ....... 7

TransSOCeaN. .ooeemomioiracemaeenen 14 0 Supenor .. .................. 7

HURt. o 7

PlaCIO. .. e oan 7

Astland. . . ... .. ... 1

HUnt e 17 3 Trarsocean.. .. ... ... ..... 7

PIACId. o 9

Ashtand. . .. ... .o.... 7

Ashland. ... .........eice... 7 0 Transocean.. .. ............ - 7

HUlt. oo eee e 7

Placid_.__. . e 7

Southern Natural2_.____.__......... 15 0 Standard Otl of Indiana (Amoco). 8

Kerr-McGee. ... 8

Allied Chemical ___._____...._...... 3 ¢ ;

Anadarko 2 ... ... i....o...... 3 0 ;

Diamond Shamrock. .. _______.. .. 4 0 g

Texas Eastern?____..._._...___..... 2 i %

EbPaso? ... .. .. __........... 2 0 2

Placid. ... 15 0 7

g

1

t Mav add to more than totat number of leases when 3 or more firms participate 1n indniduz' joint ventures.

2 This company or an affiliat2 15 a major interstate gas ripeline

SOURCE:

U.S5. Dept. of the Interior, cited in Market Performance

ana Coumpeiition in tne Petroleum Industry, p. 1llbs,

Committee on Interior and Insular Affairs, U.S.
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TABLE I1-11

. —LOUISIANA LAND & EXPLORATION CO., DOCKET NO Ci73-501
JOINT OWNERSHIP OF STATE OF LOUISIANA PETROLEUM LEASES BY LARGE MAJOR PRODUCERS

Company, major partners, and jointly held State Company, major partners, and jointly held State
leases. leases
Number Number
Amerada-Hess.
| LT PPN - SRR 3 ¢ 1 SO Y 5
AMOCO. oo MO AMIOCOL L eieieiaioos 5
31T SO 25 SRR 1 3 ¢ 1 F 5
Atlantic-Richfield. L Gy e 2
IS i edeeceieeiaas Chevron
Contenental ... oo iimiaeeaeea. 2BE Shell L iiciiiiiaieas 8
113 UGPSR {3 A <171 | SN 6
UMON i cieeeecceeeeoe 0] TeXBC0. e ccca— e 3
Marathon. ... . oienioiceaceeaas T EXROM . e eeeana 3
[3 €1 T 3 I U (1.1 | {1 S RN 3
Tenneco. . Amoco
Amoco. _ . Texaeo. ..o e iieiiiios 11
Chevron Contmental ______ .. . . ... ... 11
SOhI0. i Amerada_ . ... ..ol i.... 10
Cities Service Mobsl . _ el 8
21 Guf.. o e 7
Centinental . 27 Shell .. e 5
31 SUM . e e e 5
2 Tenneco. . ... ... S
Continent EXXON . ool 4
28 GOy e 4
27 Atlantic. ...l 3
27 PhINPS o e 3
16 LT PN 3
13 '
11
11
3
3
Getty
51
26
31
27
27
4
4
4
3 Getty o iiiiaeaas 4
3 Atlantic_.. ... 2
2 Amerada 2
2 un.
Gulf Contiment & .. .. ..ii.... 134
62 Phiilips 7
S1]  AmMOCO. ... ......- 5
13 4
12 3
7 3
6 3
6 3
5
5
3
; :
Philtips..
4 21 GRMY o
Marathon*
Umon Oil:
AHANtC. i 10
AMOCO _ ceeceaecccacerctmcccae e nme s 3
UM e e 3
(25 0. N 2
TOrBC0 . e caccaccacne——an 2

SOURCE: 1U.S. Dept. of the Interior, cited in Market Performance
and Competition in the Petroleum Industry, p.1167, Committee

on Interior and Insular Affairs, U.S. Senate, 1974
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Besides the major integrated oil companies, the largest group of
offshore participants are the interstate gas pipeline companies.
Tables II-12, I1I-13, and II-14 list the major pipeline operators and
show their 1972 partic¢ipation in the lease bidding. In the December 19,
1972, bidding on Federal OCS acreage off Louisiana, pipeline companies
participated in 51.7% of the successful bids and paid 19.5% of the bonuses.
On February 21, 1975, the Interior Department published a proposed

regulation in the Federal Register that no companies produecing more than

1.6 million barrels a day of crude oil, natural gas (equivalent), and
natural gas liquids could jointly bid with other such companies on OGS
leases. The intent of the regulation is to further reduce the dominance

of the major oil companies in o6ffshore production.
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TABLE II-12

-LOUISIANA LAND AND EXPLORATION CO., DOCKET NO. C173-501—MAJOR INTERSTATE GAS PIPELINES
AND THEIR PRODUCING AFFILIATES

Interstate pipeline companies Expioration, development, and producing affiliates
Arkansas Loutsiana Gas Co......__.._ Arkia Exploration Co.
Cities Service Gas Co....__._........ Cnées Service Ol Co., Cities Service Gas Resouices Co., Hydrocarbon Production
0., Inc.
Colorado Interstate Gas Co________... Coastal States Gas Producing Co., LO-VACA Gathering Co, Colorado Oil and Gas
Corp.. Nueces Industnal Gas Co,
Columbia Gas Transmission Corp__.._. Columbia Gas Development Corp.

Consolidated Gas Supply Corp. ..
Ei Paso Natural Gas Co_..__.
Fiorida Gas Transmussion Co. . Florida Gas Exploration Co.

tone Star Gas Co_.......... . lone Star Preducing Co.

Michigan WisconsinGas Co_. ... Amencan Natural Gas Production Co.
Natural Gas Pipeline Co. of America.._ Harper Qv Co.

Northern Natural Gas Co - {(Produces under its own name )

. CNG Producing Co,
_. Odessa Natural Gasoline Co., Odessa Natural Corp., Trebol Drilling Co., Pecos Co.

Panhandle Eastern Pipeline Co__.___.. Ancadarko Production Co., Pan Eastern Exploration Co., Panhandle Western Gas
a.

Southern Natural Gas Co__..._....__. SONAT Exploration Co., The Offshore Co.

T Gas Trans C - Tenneco Oil Co.

Tennessee Gas Pipeline Co _ Tenneco Exploration, Ltd., Tenneco Offshare Co, Inc., Tenneco West, tm.

Texas Eastern Transmussion Corp.__._ La Glona Oil and Gas Co, Texas Eastern Gas Supply Co., Texas Eastern Maroc,
inc., Texas £astern £xploration Co., Texas Eastern Oil Co.

Texas Gas Transmission Corp....__.._ Texas Gas Exploration Corp.

Transcontinental Gas Pipeline Corp._..

Transwestern Pipeline Co!

Trunkline Gas Co.2_ . ... -

United Gas Prpeline Co. .. u.cvurenn- Pennzoil Producing Co., Pennzoif Petroleums, Ltd , Pennzoif Louisiana & Texss
Oftshore, Inc., Pennzoil Offshore Gas Operator, Inc.

Transcontinental Production Co., Trans-Gulf Transmission Corp.
Tr. tern, Inc., Tr vestern Gas Supply Co.

1 Subsidiary of Texas Eastern Transmission Corp.
2 Substdiary of Panhandis Eastern Pspeline Co.

SOURCE: U.S. Dept. of the Interior, cited in Market Performance
and Competition in the Petroleum Industry, p. 1170,

Committee on Interior and Insular Affairs, U.S. Senate,
1974
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TABLE 1I-13

-PARTICIPATION BY INTERSTATE PIPELINE COMPANY AFFILIATES IN OFFSHORE LOUISIANA FEDERAL
OIL AND GAS LEASE SALE, SEPT. 12, 1972

Pipeline
Bonuses patd affiliates’
Successful by mg}elme percent of
bids (number affliiate bonuses paid
Interstate pipeline affiliation/bidding group of leases) (doltars) (range)
Texas Eastern Transmission Corp.. Texas Eastern Exploration
Co .t Amoco Production Co, Union Oit Co of Calitormia__.__._. 2 19, 523,520 24-%
Cities Service Gas Co : Citres Service Oil Co.,! Tenneco O Co !
Continental Qi Co, Getty Ol Co_ ... ... .__.__.._._...... 2 1,993, 685 33-34
Tennessee Gas Pipeline Co  Tenneco Oil Co i Cities Service 01l
Co..! Texaco, Inc, Continental Ol Co.... ... ___........_._. 4 6, 568, 143 33-50
United Gas Pipe Line Co : Pennzoil Offshore Gas Operators,! Penn-
zotl L & T. Offshore, Inc..t Guif Oil Corp . Mobil Ot Corp.._._. 4 30. 039, 200 7-18

United Gas Pipe Line Co - Pennzoi) Offshore Gas Operators,! Penn-

200 L & T Offshore, inc ! Mesa Petroleum Co., Burmah O

Dev , Inc, Canadian Occidental Ca., Inc. ... ... ......_... 1 2,532,792 15
Florida Gas Transmission Co. Florida Gas Explor. Co.,' Shell Ol

Co., Sabine Expior Corp, Drifiamex, inc., Kirby Petroleum Co.,

Royal Gorge Co., American Independent Od Co 1 747,600 12
Consolidated Gas Supply Corp.. Consolidated Gas Supply Corp
Aztec 01l and Gas Co. ... 1 191,925 0
Total pipeiine affilsates’ successful bids_ .. __.__.._.._..__ 33 63,596,865 ... ...c.- g
Percent of total successful bads_ ... ... ... .. .. 83.2 10.8 ... -

1 Corporate affiliate of interstate pipeline company.

Source: Bid recap sheets, Bureay of Land Management, Department of the Interiar, o1l and gas lease sale, offshore
Louisiana, Sept. 12, 1972,

cited in Market Performance and Competition in the
Petroleum Industry, p. 1170, Committee on Interior
and Insular Affairs, U.S. Senate, 1274
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TABLE II-14

—PARTICIPATION BY INTERSTATE PIPELINE COMPANY AFFILIATES IN OFFSHORE LOUISIANA

FEDERAL OIL AND GAS LEASE SALE, DEC. 19, 1972

Successtul
bids (number
Interstate pipeline affihiation/bidding group of leases)

Bonuses paid
by pipeline
affihate
(dottars)

Pipeling
affiliates’
percent of
bonuses paid
(range)

Columbia Gas Transmission Co. . ... .. ... ... ........... ?
Cofumbia Gas Development Corp.!
Forest Oul Corp.
Energy Ventures, Inc.
Consolidated Gas Supply Corp_... ... ... iicioo.... 7
CNG Producing Co.t
Amoca Production Co.
The NW Mutual Life tns. Co.
Citres Service Gas €0... ... ocoomeeoae e aiaacaaaann 16
Cities Service 011 Co.!
Getty 0il Co.
Continental Ol Co,
Atlantic Richfieid Co.
Southern Natural Gas Co_ . ... . . iiiieiiiiie.e 1
Sonat— Exploration Co.!
The Offshore Co.
Midwest Oil Co.
Newmont Oul Co.
Southtand Roysity Co.
Samedan Offshore Co.
Champlin Petroieum Co.
Trans Con?mental Gas Pipe Line Corp..__......__.............. 13
Trans-Continental Prod. Co.!
Shell 01t Co.
Texas Eastern Transmission COTp. . .o o . iiiiiiiii. L}
Texas Eastern Exploration Co.}
Lowisiana Land and Explor. Co.
Signal 01l & Gas Co.
Marsthon Oif Co.
United Gas Pipe Lin® Co. oo oemoier i icac e cieeneceaaes 3
Pennzoil Offshore Gas Operators !
Pennzail L. & T. Offshare, Inct
Mobi! Oit Corp.
Chevron 01l Co.
Texas Production Co.
United Gas Pips Line Co_ . ..o aiianaann 1
Pennzoil Offishore Gas Operators !
Pennzoil L. & T. Offshore, inc
Mesa Petroleum Co.
Burmah Od Dev., Inc.
Texas Production Co.
Tennassee Gas Pipehng CO. ... .o .. ooiiioiiiiiaiil.o. 6
Tenneco Exploration, Inc.t
Texaco, Inc.

80, 015,311

24, 321,180

47, 453,678

7,038, 839

53, 418, 570

20, 582,750

15, 501, 506

20,903, 830

$5, 147, 808

%

25-34

25-50

28

18-25

14-33

-2

-0

Total—pipeline affilistes’ successful bids. ..

324, 383, 582

Percent of total successful bids.._____.___..___......... 51.7

t Corporate affiliate of interstate pipeline company.

Source Bid recap sheets, Bureau of Land Management, Department of the Interior, Oil and Gas Lease Sale—Offshore

Louisiana—December 19, .

cited in Market Perforimance and Competition in the

Petroleum Industry, p. 1171, Committee on Interior

and Insular Affairs, U.S. Senate, 1974
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II.3. OIL AND GAS PRICING

3.1. Crude 0il Pricing

The Role of Crude Prices in the Economic Impact Analysis

The price of crude o0il and the factors and processes which determine
its price have undergone dramatic changes in the last few years. While
oil from different fields has distinct pﬂysical and chemical properties,
it can be characterized by and large as a world commodity product. As
such, its price should be subject to the movements of world supply and
demand. However, the political implications of crude prices and crude
sources have strongly distorted prices even before the recent embargo.

The price which operators of domestic 0il wells can receive for their
crude is a critical element in determining the impact of the proposed
effluent limitation guidelines. At sufficiently high prices, there would
simply be no potential for the pollution control costs making an exist-
ing well unprofitable. Yet the uncertainty about U.S. crude prices over
the period when the guidelines will become effective, 1977-1983, is an
unresolvable unknown.

At present (January 1975), prices for U.S. "o0ld" crude are frozen at
$5.25 per barrel while '"new'", released, and stripper well crude prices
are uncontrolled. However, there is a major public policy debate in pro-
gress concerning the pricing of domestic crude. The argument 1g¢ being
made that all price controls should be removed in order to accelerate the
development of domestic o0il resources. Since new oil is already deregulated,
the removal of controls from old oil would have the effect of providing

additional capital to the 0il companies to undertake new exploration and
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production. The argument on the other side is that there are already

ample incentives for new exploration and development, that oil companies
could not effectively spend the added funds, and that the only effect of
deregulation would be to raise the price of petroleum products to consumers.
This debate is further complicated by serious proposals to impose excess
profits taxes, and break off the marketing segments of the producing com-
panies.

Most offshore and onshore production to which the effluent guidelines
would apply are now price controlled. Deregulation would increase these
prices to the level of imported crude. This impact analysis cannot even
speculate whether deregulation will occur. The limit of the analysis is
a statement about the impact of the proposed standards on production if
they occur after crude oil prices have been deregulated. Recent tax
legislation has effectively ended the depletion allowance for large pro-
ducers. This change in tax policy has been included in the impact analysis,
but other possible changes in tax policies or industry structure are beyond
the scope of this analysis, though they could have an important influence on
the industry.

Current Crude 0il Pricing Patterns

Domestic crude oil prices have fluctuated very little for 18 of the past
20 years. The years 1973 and 1974 broke this pattern. In 1955, a barrel of
crude oil sold for $2.77. By 1971, the price for the same barrel had risen
to $3.10. However, in 1973 most domestic crude prices had risen to $5.25 per
barrel and would probably have been higher except for a formula worked out by
the Federal Energy Agency (FEA) which imposed regulations on crude prices.

Table II-15 lists crude prices for various sources for the last five years.
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TABLE II-15

HISTORICAL POSTED CRUDE OIL PRICES

CRUDE 19790
Arab light 1.80
Iran light 1.79
Kuwait 1.59
Abu Dhabi Murban 1.88
Iraq Basrah 1.72
Qatar Dukhan 1.93
Iraq Kirkuk 2.41
Libya 2.53
Nigeria 2.42
Sumatra light*%* 1.70
Venezuela Tia Juana (310)** 2.193
Venezuela Oficina*#* 2.339
Louisiana 3.69
East Texas 3 60
West Texas sour 3.23

*Year's highest price given, 1974 price effective Jan. 1.

#%0fficial selling price for Sumatra, reference price for Venezuela,

all others are posted prices.
prices are representative postings for crude oil.

SOURCE: 0il and Gas Journal

Kirkuk priced at Mediterranean; U.S.

.187

.341

.387

.211

447

.212

.21

.722

.782

.69

.60

.29
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1972

479

467

.373

. 540

.590

.402

.673

L446

. 260

.722

.782

.69

.60

.29

L 944

.978

.737

.10

.061

.339

.00

.762

.004

.29

.20

.29

11.545

12.636

11.672

12,414

15.768

14.691

10.80

14.356

14.876

5.20

5.29



FEA price regulations are directed at each of the four levels of the
domestic petroleum marketing chain. As a result of current FEA regulatioms,
there exists a two-tiered wellhead pricing system for domestic crude.

"01d" o0il is price controlled at $5.25 per barrel; however, the price of
new, released and stripper well crude is free to rise and fall with market
fluctuations.

Domestically produced oil which is not price controlled is the amount
of 0il produced per well per producing property in excess of the crude pro-
duced in the corresponding month of 1972 (the excess is termed 'new'" o0il),
an amount of 0il equal to '"new" o0il (this equivalent amount is termed
"released" 0il), and all oil produced from any lease whose average daily
production for the preceding calendar year didn't exceed 10 barrels per well.

For an example of new and released o0il, assume that in March of 1972 a
property with 12 wells was producing 240 barrels of oil per day, or a daily
average of 20 barrels per well. If in March of 1974 the same property produced
a daily average of 264 barrels from the same 12 wells, or 22 barrels per
well, each well would be producing 2 barrels of new crude, 2 barrels of re-
leased crude and 18 barrels of old crude. 1If, because of some occurrence such
as water flooding on-nearby properties, the daily production per well on the
example property rose to 45 barrels per day in March of 1974, each well would
be producing 25 barrels of new crude and 20 barrels of released crude per day

and no old crude.
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By the end of 1974 the composition of total domestic crude was ap-
proximately 607% old and 407 new, released and stripper well crude. Actual
prices for domestic crude o0il under the FEA categories are now $5.25 per
barrel for "old" oil and are over $11.00 per barrel for "new" oil. The
weighted average of o0ld and new prices is about $7.50. 1If price controls
remain in effect, the average will rise as unregulated oil becomes a larger
proportion of total production.

Current U.S. concern with foreign, particularly Middle Eastern, oil
prices is that the prices are very high. Until 1973, the reverse was true.
As the cost of exploration, development, and production rose in the U.S.,
American o0il companies developed fields abroad where the production costs
were much lower than in the U.S.

By the latter half of the 1960's, the Middle Eastern countries had
become more sophisticated in dealings with the large companies. An organi-
zation called the Organization of Petroleum Exporting Countries (OPEC) was
formed to specifically negotiate better deals for the member countries. A
double price system was effectively set up when the members of OPEC announced
they were going to guarantee their income by posting a price per barrel
that would be used to figure their royalty no matter what the real price
of crude 0il was. That announcement was the beginning of political pricing.
The posted price became effective in the latter half of the 1960's with each
country posting separate prices. The other price of the double price system,
the real price, has historically been below posted price. Table II-16 lists

representative posted and actual prices.
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TABLE II-16

REPRESENTATIVE POSTED PRICES AND ACTUAL COSTS

“PER BARREL OF FOREIGN EQUITY CRUDES AND U.S. CRUDE

Posted Price Actual Cost*
Algeria $16.21 31125
Canada 6.68 11,08
Iran 11.87 9.35
Iraq 11.67 9.23
Kuwait 11.54 9.12
Libya 15.76 10.95
Nigeria 14.69 10,26
Qatar 12.01 9.70
Saudi Arabia 11.65 3.20
U.A. Emirates 12.63 9.82
Venezucla 14.87 10.95
U.S. Old Oil - - - 5.25
U.S. New Qil - - - 10.20
U.S. Composite** - - - 7.15
Imported Composite - - - 10.42
Total Composite - - . 8.01

*Includes transportation **Domestic only

SOURCE: Platts Price News, June 26, 1974
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The movement upwards of the posted price of crude oil forced the

real price of crude oil up in order to pay the royalty and still produce
a profit., 1In the world market, oil is traded almost as a commodity, and
the price moves up and down according to demand. The effect of the rise
in price of foreign crude oil on the price of domestic crude oil has been
considerable. Early in the 1950's, the United States Government set up
an allowable policy on crude oil imports. The purpose was partly to protect
the domestic industry from competition from cheap foreign imports (parti-
cularly independents and non—~foreign oil-producing companies, as this seg-
ment of the industry was in an over-production situation), partly to pre-
vent long-range dependence on foreign oil, and partly to use as a lever
against the o0il industry to prevent price increases. The whole allowable
system was predicated upon foreign oil being cheaper than domestic oil.

The situation has now reversed itself. Foreign oil is now more ex-
pensive than domestic oil. However, even though the production costs of
most domestic o0il is far below the price of imported oil, production cannot
meet demand.

The cost of crude includes a wellhead price plus tarrifs, plus cost
of delivery to a refinery. Tables II-17 and II-18 list crude price and trans-
portation costs to U.S. refining areas from several producing areas. Table
II-17 1lists the costs for the average mix of new and old U.S. oil and typical
foreign oil. The U.S. 0il has a strong competitive advantage in both the crude
price and the transportation costs. This advantage has actually grown in
recent months as foreign prices have increased faster than the average U.S.

price because of price controls. Table II-18 compares U.S. new oil with
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TABLE II-17

DELIVERED PRICES OF FOREIGN AND
AVERAGEa. = MIX DOMESTIC CRUDE

West Texas Arabian  TiaJuana S. Louisiana Canadian  Nigerian
Sour 32° Light 34° Light 31° Light 37°  Sweet 39° Light 34°

F.o.b. Price *$7.38 $10.46 $11.10 *$7.63 t$12.15 $11.75
License Fee .. 0.18 0.18 . 0.18 0.18
Sub-total $7.38 $10.64 $11.28 $7.63 $12.33 $11.93
PHILADELPHIA
Transportation 0.95 1.40 0.34 0.85 ce 0.72
Delivered Price $8.33 $12.04 $11.62 $8.48 .. $12.65
————————"" U.S GULF COAST
Transportation 0.25 1.39 032 0.25 .. 0.83
Delivered Price $7.63 $12.03 $11.60 $7.88 . $12.76
CHICAGO
Transportation 0.41 1.58 0.51 0.32 0.50 1.02
Delivered Price $7.79 $12.22 $11.79 $7.95 $12.83 $12.95

U.S. WEST COAST (LOS ANGELES)
$ Sour Ventura 28°
Transportation 0.20 1.16 0.73
Delivered Price 1$7.33 $11.80 $12.01

* Average of price-controlled and free market prices. tAllows for currency exchange differ-
entials and includes $5.20 Canadian export tax. }Average f.o.b. price $7.13.

a.

Average mix of 60-40 price controlled and de-controlled
domestic crudes.

Note: Transportation is computed on AFRA basis, with Arabian
light trans-shipped via Curacao.

SOURCE: Petroleum Intelligence Weekly, December 9, 1974




Note:

SOURCE:

TABLE II-18

DELIVERED PRICE OF FOREIGN AND

F.o.b. Price
License Fee

Sub-total

Transportation
Delivered Price

Transportation
Delivered Price

Transportation

Delivered Price

Transportation
Delivered Price

*For price control-exempt, free market crude. tAllows for currency excha

DECONTROLLED DOMESTIC CRUDES

West Texas Arabian  TiaJuana S. Louisiana Canadian  Nigerian
Sour 32° Light34° Light31° Light37°  Sweet 39° Light 34°
*$10.89 $10.46 $11.10 *$11.14 t$12.15 $11.75
. 0.18 0.18 0.18 0.18
$10.89 $10.64 $11.28 $11.14 $12.33 $11.93
PHILADELPHIA
0.95 0.97 0.31 0.85 064
$11.84 $11.61 $11.59 $11.99 $12.57
U.S. GULP COAST
0.25 0.96 0.29 0.25 073
$11.14 $11.60 $11.57 $11.39 $12.65
CHICAGO
0.41 1.15 0.48 0.32 0.50 0.92
$11.30 $11.79 $11.76 $11.46 $12.83 $12.85
U.S. WEST COAST (LOS ANGELES)
{ Sour Ventura 28°
0.20 0.54 0.68
*$10.83 $11.18 $11.96 .

and includes $5.20 Canadian export tax. {Free market f.o.b. price $10.63.

Transportation costs are on a spot basis.

Petroleum Intelligence Weekly, December 9, 1974
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minimum foreign o0il prices. One sees in the table that the price of the

new oil has risen to just about the same price as the foreign oil when trans-

portation costs are taken into consideration.

While this impact analysis will not attempt to specify crude prices
over the period of interest, the subject has been considered by reputable
analysts. The Project Independence study considered crude prices ranging
from $4 to $11 per barrel. Since Arab prices are now established
for political reasons as well as economic, their prices could be reduced
conceivably to the $4 level again, though it is unlikely. However, if crude
prices were allowed to seek a level reflecting world supply and demand,

the Blueprint Report estimated that the long~term price would be about

$7 per barrel in 1973 dollars (almost $8 per barrel in 1974 dollars).
Former Secretary of the Treasury Schultz testified in February 1974:

It is reasonable to assume that after about 3 to 5 years,

and allowing for some inflation, if the price of oil

increases by about 507 from mid-1973 levels, to around

$7 per barrel, sufficient domestic o0il supplies should

flow to satisfy about 85-90% of our demands.

Accordingly, we have for planning purposes estimated that

the "long-term supply price’ is about $7 per barrel.

But the $7 per barrel figure is an estimate and the

ultimate figure may be somewhat more or somewhat less.

While the $7 per barrel may be approximately the supply/demand equilibrium
price, the prices at the two ends of the spectrum are probably more relevant
as prices which may actually be seen. As was noted above, about 60% of
current production is frozen at $5.25 per barrel. The President has

proposed to remove these price controls, subject to

Congressional approval as provided by the Emergency Petroleum Allocation

1"Windfall" or Excess Profits Tax, Committee on Ways and Means,

U.S. House of Representatives, pp. 135, 1974.
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Act. On the other hand, there is a strong move in Congress to reimpose price

controls more generaily on the economy rather than relaxing them.
If old crude prices are decontrolled, the resultant change in per barrel

revenues to the oil companies may not be equal to the increase in crude
prices. The combination of excise taxes on imports and the excess profits tax
as proposed by the President could result in an added nét income of only $0.89
per barrel in pre-tax (cdrpordte tax) revenues to the companies, based on
an analysis of the total tax and deregulation package which was reported in Platt
News of Jan. 20, 1975. This analysis showed that thé weighted average U.S.
domestic price less severance tax was $6.97 based on price-less-tax levels of
$10.23 for new oil and $4.88 for old oil (39% to 61% ratio). If deregulated, U.S.
crude prices will rise t6 $14 per barrel,slightly less than the landed price of
foreign crude (including the proposed $3 excise tax). The taxes oh the
domestic crude would include: $2 excise tax; 7% sevetance tax on the
$12; and $3:30 windfall profits tdx. The net tevemie to the firm would then
be $7.86 per barrel, an inctéase of $0.89 over present revedlies: THere 1is
of course no way to knbw at this point whether all, part; ot hore of the packdge
will be ernacted.

The following analysis of potential oil production losses as d result
of the proposed effluent guidelines has used $5.25 atid $11.00 crude prices
to test the range of potential impacts. They are intended to be represeri-

tative of the price range prodiicetrs could havé experiented at tHe end of 1974.
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3.2. Pricing of Offshore Natural Gas at the Wellhead

Introduction

The price of natural gas is set at the time of production according
to its entry into either the intra- or interstate markets. Intrastate
prices are not regulated and respond freely to the fluctuation of supply
and demand. Interstate prices are controlled by the Federal Power Com-
mission which has jurisdiction over gas produced in federal offshore
areas, gas produced and sold across state lines and gas moving through
any segment of an interstate pipeline system.

Prior to 1973, the new, long-term contract prices received by
natural gas producers for intra- and interstate sales were not signifi-
cantly different. However, in late 1973, prices for intrastate gas began
to rise to levels occasionally tripling the fixed prices of interstate
gas, and in 1974 intrastate prices were in the range of $1.95 per thousand
cubic feet (MCF), roughly four times greater than the interstate price
of $0.51 per MCF (see Table II-19). A consequence of the price disparity
has been the extreme shift to intrastate markets of the commitments of
natural gas reserve additions as early as 1969.

If it is assumed that all of the new reserves reported by AGA not
committed to the interstate pipelines are being committed to the intra-

state gas market, it appears that the intrastate market may well have

captured 997 of the 1970 net U.S. reserve additions, 30% of the 1971 net
reserve additions, 100% of the 1972 net additions, and 82% of the 1973

net reserve additions (see Table II-20),
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TABLE I1-19

Prices Received by Producers fu,
Natural Gas Sales. 1966-1975
{cents per thousand cubic feet)

N

New Gl

Average Long-Term Curant
Wellhead Interstate Intr. -late
Prices Contracts Conreacys
Tvoe 15.7 17.7 154145
1967 16.0 18.8 15¢-19.6
|RRYS 16 .4 19.6 16.) 202
186y 16.7 19.9 14421 8
1970 171 223 1R 3-250
197, 18.2 4.8 206-202
1372 18.6 35 235300
| R 116 403 2512
1574 26.7 43-51 125-195
19°% 35.0 17: 210

Sontrees 1 o-ter Associates: U.S, Bureau of Mines, M uivral
Gay Annuel, 1973, Vederat Power Commission;
Lanwen Associates: and Arthur D, Little, In .,
Cstinigtes,
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TABLE II-20

LOWER 48 STATE
NET RESERVE ADDITIONS
INTERSTATE VS. INTRASTATE

Net Interstate

Total Net AGA Reserve Additions Inferred Intrastate
Reserve Add,tions (Form 15) Reserve Additions!

Year Tef Tef Percent Tef Percent
1964 20.1 10.7 53 9.4 47
1965 21.2 13.3 63 7.9 37
1966 19.2 14.1 73 5.1 21
1367 21.1 14.8 70 6.3 30
1968 12.0 9.5 79 2.5 21
1969 §.3 6.0 72 2.3 28
1970 11.1 0.1 1 11.0 99
1971 9.4 1.9 20 7.5 80
1972 9.4 (0.2) 0 9.6 100
1673 6.5 1.2 18 5.3 82

Derived by assuming that intrastate reserve additions are equal to the
difference between total AGA reserve additions and the recerve additions
commnmitted to the interstate market.

SOURCE: '"The 0il and Gas Compact Bulletin', December 1974
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Prior to 1970, there were sufficient domestic supplies of gas; how-
ever, beginning in 1970, onshore gas procurement became difficult for the
interstate market. In 1970, the interstate pipelines procured 757 of
their long-term new gas from onshore sources; in 1971, the percentage
dropped to 54%; in 1972, it dropped to 41%; and in 1973, it dropped to
33% (Table II-21).

The increased dependence of interstate pipelines on offshore pur-
chases, or the inability of the interstate pipelines to buy gas onshore,
appears to be attributable to the FPC rate structure which makes it dif-
ficult for the interstate pipelines to compete for new supplies.

Because offshore areas are the most expensive to develop, offshore
gas exploratory footage has declined since 1970 (see Table I1I-22). Since
1970 the percentage of footage of offshore development drilling relative
to total U.S. gas development footage has also declined (see Table 1I-23).

While all natural gas produced in Federal waters is by definition
interstate gas, the gas produced in state waters can be either inter- or
intrastate depending on its transmission pipeline and the location of its
purchaser. Gas from Federal waters is 85% of the total natural éas pro-
duced in the Gulf of Mexico. Fourteen percent of the Gulf production is
from Louisiana state waters and the majority of this production also is
from older wells under interstate contracts. The Texas state waters pro-
duction is primarily dedicated to plants in Texas and is intrastate gas,
but it is only 0.3% of total offshore natural gas production.

Because natural gas from the Gulf of Mexico is primarily interstate
gas, the economic impact analysis has focused on interstate gas prices

as controlled by the FPC.
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TABLE II-21

ESTIMATED NEW LONG-TERM CON[TACT
SALLS BY LARGE PRODUCERS 1970-1973
OFFSHORL FEDERAL DOMAIN vs. ALL AREAS
(Million Mcf) *

All Areal Sales Offshore Sales Onshore
Year Sales Offshorc? Percent 2 Onshree Percent
1970 302.6 73.3 24.2 229.3 75.8
1971 453.7 207.7 45.8 246.0 54.2
1972 474.3 279.4 58.9 194.9 41.1
1973 330.3 221.1 66.9 109.2 33.1

* Figures derived from applications filed with the Commission for new long-term
sales certificates.

1 rpc pricing aveas and California (Federal domain)

2 Federal domain n~reas coffshore Louisiana, Texas and Calilornia.

SOURCE: "The 0il and Gas Compact Bulletin'", December 1974
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TABLE I1I-22

Total U. S. Gas Offshore Gas Offstore
Exploratory Footage Exploratory Footage as Percentage

(million feet) {million feet) of total
1970 3.7 .26 7.0
1971 3.3 .41 12.4
1972 4.6 .14 3.0
1973 6.2 .17 2.7
1974 (1st half) 3.8 .08 2.1

* All figures taken from the latest publication of "Gas Supply Indicators™ by the FPC
Office of Economics, issued October 25, 1974.

Gas development footage shows the same pattern. In 1971, offshore development footage was
8.8 percent of the naiional total. This dropped to 7.8 percent in 1973, and declined to 6.1 percent
for the first six months of 1974.

*
TABLE II-23

Total U. S. Gas Offshore Gas Offshore
Development Footage Development Footage as Percentage
(million fecet) (million feet) of total
1970 19.2 1.6 8.3
1971 19.3 1.7 8.8
1972 22.2 1.5 6.8
1973 29.4 2.3 7.8
1974 (1st half) 16.0Q 0.97 6.1
* All figures taken from the publication of "Gas Supply Indicators" by :=e FPC

Office of Economics, issued October 25, 1974,

SOURCE: '"The 0il and Gas Compact Bulletin,'December 1974.
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1
Regulation of Natural Gas Producers

In 1954 the U.S. Supreme Court held in Phillips Petroleum Co. versus

Wisconsin that the Federal Power Commission was responsible not only for the
regulation of the interstate pipeline companies but also for the regulation
of sales to those pipeline companies by natural gas producers in the field.
There had been up to this point a major controversy concerning the language
and intent of the Natural Gas Act of 1938 with respect to sales by producers.
When this Supreme Court decision was followed by an unsuccessful attempt to
exempt producers from regulation through Congressional legislation,

the Federal Power Commission began to grapple with the problem of how to
actually carry out its charge.

The first efforts involved attempts to determine for each producer his
costs of production, capital, etc. in order to apply the rather traditional
formula of rate of return regulation. In this framework, the producer would
be allowed to charge a price for his gas which would cover his costs of pro-
duction (including depreciation) and grant a return on his capital which would

be sufficient for him to cover his '"cost of capital."

lThis summary is based on the history of FPC natural gas producer regulations
as detailed in Breyer and MacAvoy, Energy Regulation by the Federal Power
Commission, The Brookings Institution, Washington, D.C., 1974.
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There were several very difficult problems in implementing this regu-
latory scheme. For one, gas and oil are found together about 25% of the time,
but o0il is not regulated. Thus, there are joint costs of exploration and pro-
duction which can by no existent economic theory be unambiguously assigned to
gas as opposed to oil. The same problem exists with allocating capital to gas
and oil. Besides this, to determine an appropriate cost of capital, one might
look at the rates of return in comparable companies in comparable industries.
Unfortunately for the FPC, such comparable companies were not to be found. The
final problem, however, was simply the enormity of the process. From 1954 to
1960 the FPC completed only ten out of nearly 3,000 cases before them. In 1960,
therefore, a new approach was decided upon -- the area rate concept. The FPC
divided the Southwest into five regions and determined to set prices on a 2 tier
system —-- one price for gas on old contracts and a higher price for gas on new
contracts. The intent was to minimize windfall profits on already committed
gas while not unduly restricting future investment in gas exploration and
development. Because the decisions in the area rate proceedings were still
years away, the FPC decided to control prices during the interim through a two-
sided policy: (1) the producers would be compelled to refund to the pipeline
companies (and ultimately the consumers) any revenues made in excess of those
which would have been made at the price yet to be determined by the Commission;
and (2) new contracts had to be approved by the FPC. The effectiveness of
these deterrents to price increases is exemplified by the essentially constant

price of gas through the 1960's while the area rate proceedings were going on.
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The first area rate proceeding to be completed was the one for the Permian

Basin of West Texas and Southeast New Mexico. Prices were set at 16.5¢/MCF,
only slightly higher than the 1960 rate. The initial decision of the Commission
in Southeast Louisiana was also issued in late 1968, but revisions, court cases,
and so forth dragged the 'final" decision out to 1971.l This decision was note-
worthy in that the procedures of the FPC were again dropped and in their place
the FPC substituted its acceptance of a "settlement" between the producers,
distributors, and other customers at about 26¢/MCF (new gas).

MacAvoy and Breyer:{ as well as many other economists/critics of the FPC,
have detailed the flaws in the FPC price setting schemes. For one thing, there
was an inherent bias in the cost estimates determined during the proceedings
because of the interim price ceilings. Producers would not attempt to produce
gas which would cost more than they could charge for it. The more risky ven-
tures were not attempted. Thus, the interim prices (at 1960 level) determined
producers' costs which determined final ceiling prices at little more than the
1960 level. The additional unexpected result was that the relative price of gas
to final consumers stayed so low during the '60's that a great deal of demand
was generated which would have gone to o0il or coal had gas prices been allowed
to rise. At the same time, the low price discouraged investment in exploration
and development so that well drilling and subsequent discoveries fell well below

production until in the early 1970's, production could not keep up with demand.

1
46 FPC 86 Opinion 598.
2
MacAvoy, P. and S. Breyer, ibid.
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The clamor over curtailments and other elements of the energy crisis brought
pressure on the FPC to review again its ceiling price decisions.

The FPC this time went one step further in simplifying its procedures:
it adopted in June 1974 a uniform national rate for wellhead prices on new
gas (produced after January 1, 1973).l The new prices set were 42¢/MCF (plus
taxes, royalties, etc. as applicable). 1In addition, in a notice of proposed
rulemakingz, the FPC proposed that '"small producers" would be allowed to

charge a price 50% higher than the larger producers, in order to allow them

to stay competitive with the larger producers.

Then in December 1974, the uniform national rate was increased to 50¢/
MCF retroactive to June 21, 1974, subject to 1¢/MCF annual increaseSB. This
increase was primarily the result of the FPC's decision to use the discounted
cash flow (DCF) methodology for calculating producers' return on investment,

a method they had previously declined to use.

Before discussing the cost determinations which resulted in the 42¢/MCF
and then the 50¢/MCF price ceiling, one comment is in order. TIf it appears
that there is a certain amount of arbitrariness and instability in these
decisions, it is because there is. The FPC has been charged by the courts to

set "just and reasonahle rates', but it has also been allowed to use whatever

L ¥pc Opinion 699, 21 June 1974.

2 FPC Notice of Proposed Rulemaking, 9 September 1974.

3 FPC Opinion 699H, 4 December 1974.

IT1-50



methods it deems reasonable to do so. No unambiguous "formula" has
been determined for this purpose. The methods chosen, then, attempt

1
"zone of reasonableness' and to

to determine actual costs within a
base ceiling prices on this estimated range. But because both the
costs to the producers and the methodology for combining these costs

have repeatedly changed, the rate structure has undergone several

major changes in the last ten years.

Nationwide Costs of Finding and Producing Non-Associated Gas

In Table 1I-24 are displayed eight different estimates used by
the FPC in June 1974 for the costs of various factors involved in the
production of natural gas. The only difference between the pairs
(c) and (d) and (e) and (f) is the assumed investment life (9 and 10.5
years respectively), Columns (g) and (h) are based on different
estimates of the expected productivity {(in MCF/ft drilled) of future
drilling. As will be seen below, this is by far the most important

variable in these cost determinations.

1FPC Opinion 699.
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Successful Wells Cost

The successful wells cost was determined by taking the average cost of
drilling (in this case, the 1972 Joint Association Survey]) and dividing it
by the expected productivity of successful wells in MCF/ft drilled. A great
deal of controversy was involved in determining the productivity, as it is
the single most important factor in determining total costs. Figure II-2 presents
a history of the productivity from 1947 to 1972. As can be seen, there is a
tremendous variance in this curve, though since the mid-60's the trend has
been steadily downward. In the face of a great deal of conflicting evidence
presented by industry analysts, public utility associations, etc., the I'PC
decided that a "zone of reasonableness' was between 485 and 559 MCF/ft drilled
for the productivity. From this and the JAS figures, a successful wells cost
between 4.93 and 5.68¢/MCF was decided upon. (See columns (e) and (f) of Table
I1I-24,) TFew differing opinions were expressed to the FPC
concerning other costs involved in setting up production in successful wells

(items 2, 3, and 4). Line 5 is a total of these costs (1-4).

Dry Holes

An allowance was made for exploration and drilling costs associated with un-
successful wells or "dry holes". Factors which account for differences in the costs
of successful and unsuccessful wells, their relative numbers, etc. were included in

the determination of lines 6, 7, 8, and their total (line 9) in Tahle II-24.

1
Joint Association Survey of the U.S. 0il and Gas Producing Industry; API,
IPAA, MCOGA; 1972,
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Operating Expense

Operating expense, an item not argued about by the respondents, was

determined to be 3.1¢/MCF.

Return on Investment

Historically, several points of controversy have surrounded this item.
First, what is the base on which it is determined? Producers have argued that
their investment in exploration which results in dry holes should be counted
equally with their successful well costs in the determination of their rate
base. The FPC in June 1974 disagreed, citing the "value to the public of the
services they perform is measured by the quantity and character of the
natural gas they produce, and not by the resources they have expended in its
search ..." 1 In December 1974, however, the FPC decided to include a dry

hole cost in their new discounted cash flow (DCF) approach.

The rate of return was set by the FPC as 157, the upper end of the

"zone of reasonableness'" of 12% to 157% they determined to be applicable for
natural gas producers. The investment life was set to be 9 years based on an
18 year depletion time. In addition, a lag period of 1.5 years was added to
account for the time between lease acquisition and the commencement of actual
production.

The total return in the June 1974 decision was then calculated by multi-

plying the production costs (line 5, Table II-24) by the rate of return (155)

1 FPC versus Hope Natural Gas Co., 320 US 591, 649.
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and the investment life (10.5 years) to get a range of 14.9 and 17.15¢/MCF
(1ine 11a).

In addition to the factors discussed above, the unargued items in lines
12, 13, 14, and 16 were added to come up with a total (line 17) which ranged
between 37.05¢ and 42.74¢/MCF. The FPC, in order to encourage exploration
and development investment, decided to set the price ceiling at the upper
edge of this range with a small (1¢/year) escalation to account for future
cost increases.

The one remaining point of contention concerned whether Federal income
taxes were an acceptable cost item. The FPC took the stance that a blanket
nationwide figure would not be adequate for this item because "the complex
nature of the Federal tax laws negate any simple calculation of a Federal tax
liability and require consideration of the producer's tax returns in order to
consider the timing relationships between investment expenditure, the ex-
pensing of intangible drilling costs, and jurisdictional sales."l The FPC
decided, therefore, not to include this item at all in its cost computations.

In December 1974 the FPC revised its earlier methodology by using a dis-
counted cash flow approach. This approach led to a range of between 48¢ and
52¢/MCF for the "economic cost" of natural gas, including a 15% DCF rate of
return to the producer. Thus, the value of 50¢/MCF was decided upon with

1¢/MCF increments to be added yearly.

1
FPC Opinion 699
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Some Conclusions

The FPC is under considerable continuing pressure from economists,
industry spokesmen, and Congressional critics to revamp its price setting
policies to effect further deregulation of natural gas producers in order
to cope with the growing demand and slackening production of natural gas.
It well recognizes the decline in the late 60's and early 70's of explora-
tion and development activities brought about by an abnormally low relative
price for gas and is attempting to rectify the situation whi;e yet carrying
out its Congressional and judicially affirmed mandate to keep price at a

"just and reasonable rate." The trend in FPC regulation has definitely been

in the direction, however, of a phased deregulation over a number of years.
In the cost determinations the FPC has made in the past, there has been a

concerted effort to account fairly for the costs that are actually incurred in

producing natural gas. On the basis of previous FPC opinions in this regard,

it appears that additional costs due to equipmeni required by law would be

included by the FPC in line 4 (other production facilities), and would,
therefore, be passed on to the pipeline company (and to the ultimate consumer)
in the form of higher prices. This opinion is supported by a conversation
with Lundy Wright, Chief of Producer and Pipeline Rights Division of the FPC l,
who made it clear, however, that it was the Commissioners and not himself who
made such decisions. Assistant General Counsel Robert W. Purdue of the FPC

2
agreed also , pointing out that under FPC Order No. 481 (18 CFR 2.76),

Personal conversation, 8 November 1974.

2
Personal conversation, 15 November 1974.
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producers may file for relief from special costs such as this. He gave
as a current example the case of the Sun 0il Company in the Hugoton field
in Oklahoma which has been granted price increases to account for the
added costs of reinjection wells drilled in compliance with Oklahoma
standards on salt water disposal. He suggested that in many cases the
state regulations may be more stringent than what the EPA will propose.
Thus, he expressed confidence that the FPC would grant special allowances
on legitimate additional required equipment costs.

The one question which remains is whether the FPC would continue
to grant relief to individual producers according to Order No. 481 or
whether they would adjust the nationwide ceiling prices to account for
these added costs. In addition to these special allowances, the FPC has
recognized that the costs of small producers are often both higher and
more difficult to bear than those of the larger producers. As stated
earlier, the FPC's intention is to allow small producers to charge a
50% higher rate for new contract gas. It is true, therefore, that the
small producers are more protected against increasing costs due to new
required equipment than if they were limited by the 50¢ ceiling. Whether
this will be sufficient without special relief via Order 481 will depend
on the individual case, though from a superficial view, it appears that

they would certainly be protected by both these factors.
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Figures II-3A, B, & C show the histories of new contract production, new
field wildcat drillings, and new contract price for offshore Louisiana gas.
One can clearly see that the price of gas remained essentially at or below
the 1960 level throughout the entire decade of the 60's. During that time,
new field wildcats (and the resulting discoveries) peaked out and then fell
to two-thirds of their highest (1966) point. New contract production rose
steadily until it peaked in 1968 and fell sharply in 1970 as reserves con-
tinued to decline and producers were forced to curtail previously contracted
sales to interstate pipeline companies. As new contract price rose sharply
during the first years of the 70's, new contract production and new field
wildcats rose dramatically as well.l These graphs indicate that the price
level is an important factor in investment in exploration and production of

natural gas in the 1970's.

lUnfortunately, these production increases on new contracts have not been
sufficient to keep curtailments of production on older contracts from
occurring. According to FPC News Release No. 20849, these curtailments
amounted to over 218 billion cubic feet from September 73 to September 74
and are expected to rise to 266 billion cubic feet between September 74
and September 75.
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II.4. FINANCIAL CHARACTERISTICS

4.1. The Role of Financial Characteristics in the Economic Impact Analysis

The o0il and gas production industry has many unusual financial
characteristics reflective of the risks of the business, its special tax
status, and its special cash flow patterns. In examining the financial
characteristics as part of this economic impact analysis, three issues

are important:

e Are firms in the industry constrained in their access to the
required capital for pollution control so they may be forced

to close by the proposed effluent guidelines?

e What are the profitability levels and patterns in the industry

and will they be changed by the pollution control requirements?

e What is the cost of capital for the industry?

These issues are addressed in the following section. 1In the earlier
characterization of firms in the industry, the predominance of the major
0il companies in offshore operations was noted. The examination of the
financial characteristics of offshore éperations thus primarily concerns
the impact of the capital costs of pollution control on capital budgets
of the major oil companies and the proper definition of the cost of

capital for these investments.
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4.2. Income Statements and Profitability

The profitability of the oil and gas industry is a subject of heated
debate between the industry and its critics and within the Congress.
High profitability is argued by the industry to be necessary to
compensate for low profitability in earlier _ecars and to generate funds
for finding and developing new reserves and building new processing facilities.
Price controls, proposed "windfall profits" taxes, and th~ recent end of
depletion allowances are expressions of widespread belief rhat the industry's

profits are or will be excessive.

The Chase Manhattan Bank publishes a compilation of the financial reports
of 30 major oil and gas companies, including four foreign companies called the
Chase Group. These firms account for 71% of total U.S. crude oil production
and 83% of Gulf OCS production. Table II-25 displays the total income state-
ments for the Chase Group from their worldwide operations for 1971, 1972, and
1973. The Group's net income on revenues was 8.7%'in 1973, 6.5% in 1972, and
7.47% in 1971. The portion of net earnings attributed to operations in the U.S.

were 35.47% in 1973, 53.4% in 1972, and 48% in 1971.

The interpretation of oil industry profitability has been particularly
controversial because of several important tax privileges. Provisions such
as the percentage depletion allowance, foreign tax credits, and the expensing
of intangible drilling costs are argued to have led in the past to an under-
stating of true industry profitability. The magnitude of these allowances are
discussed later. But in understanding the industry and the impact of added
costs of operations such as pollution control costs, one must appreciate the
industry's very unusual situation, particularly regarding U.S. operations. At

present, the per barrel revenues which a company receives for oil is largely
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TABLE 1T-25

INCOME STATEMENT OF CHASE GROUP FOR 1971, 1972, AND 1973

Gross Operating Revenue
Non-Operating Revenue
Total Revenue
Operating Costs & Expenses
Taxes - Other than Income Taxes
Write—-Offs (incl. depreciation & depletion)
Interest Expenses
Other Charges
Total Deductions
Net Income before Income Taxes
Estimated Income Taxes
Income Applicable to Minority Interests

Net Income (a)

1973
($ million)

1972
($ million)

130,948 104,159
2,961 2,119
133,909 106,278
90,298 74,413
6,241 5,138
8,345 7,514
2,008 1,774
37 22
106,929 88,861
26,980 17,417
14,889 10,301
413 256
11,678 (b) 6,860

1971
($ million)

95,104
2,756
97,860
68,805
4,413
7,079
1,597
23
81,917
15,943
8,409
265
7,269

(a) 1Includes earnings from operations outside U.S.: 1973-$7,544 million;
1972-83,204 million; 1971-$3,779 million.

(b) Excludes $§4 million of extraordinary gains primarily from the sale

of assets.™ jguew . . ¥

Pyt 4 - -

.

SOURCE: '"Financial Analysis$ of a Group of Petroleum Companies, 1972 and 1973,"

The Chase Manhattan Bank
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unrelated to either the cost of producing the oil or the demand for oil.
"01d" U.S. oil is price controlled at $5.25 per barrel and "new", uncon-
trolled oil is floating above the OPEC established world price because

of U.S. tariffs on imported oil. If old oil were decontrolled, as has
been proposed, its price would rise to the world level or above as well.
While there is a wide variation in the cost of producing oil, in fact
most current U.S. production has been operating at cost levels low enough
to make $5.25 prices profitable. Further price rises will make produc-
tion economical in higher cost wells, but it will also mean substantial
increases in profits for most wells now producing at $5.25 prices, about
60% of U.S. production. The level of profitability actually experienced
by the industry will be determined to a significant degree by Federal tax
policies. The issue with which the Congress, FEA, the Treasury Department
and the industry have been contending is what profit level is needed to
provide a fair return on the industry's investment and thereby provide a
necessary incentive for expanding domestic production. After that pro-
fitability level is determined, if it can be, profits will probably be
fixed by controlling prices and/or the additional profits will be taxed
away. The central point is that profitability for the industry, parti-
cularly the larger companies, will be determined more by Federal tax and
pricing policies than the economics of production. Until the specific
policies and regulations are established, there will be a considerable
uncertainty (perceived risk) on the part of the companies and investors

as to the industry's future.

II-64



The currently existing tax laws have encouraged the ¢il companies to
spend funds generated by current operations on exploration and development of
new wells. Most of these expenditures can be charged against revenues rather
than capitalized. The level of spending is such that U.S. tax liabilities
will be very small or zero. In addition, the after tax profit on net worth
has been kept generally in line with other industries, so the industry
will continue to have access to equity markets. Figure II-4 shows the return
on net worth of the petroleum industry and other manufacturing industries over
the last 13 years.

Table 1I1-26 lists a compilation of net income after tax and the rate of
return on equity for 22 U.S. oil companies for the years 1963 through 1973.
Table II-27 lists the rates of return by various measures for the Chase Group for
1971, 1972, and 1973.

A survey was conducted of the net incomes and cash flow of the signifi-
cant offshore producers. Table II-28 displays these values for 1973.

The concept of o0il industry profitability being set by government tax
policy is reflected in the windfall profits tax proposals by former President
Nixon and President Ford. In testimony by former Secretary of the Treasury,
George Shultz, on February 4, 1974, before the House Ways and Means Committee,
the rationale advanced for a windfall profits tax was that the $9.50 per barrel
price of U.S. new oil (at that time) was substantially in excess of the price

necessary to satisfactorily increase U.S. o0il production.
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1)

2)

3)

4)

TABLE II-27

RATES OF RETURN FOR CHASE GROUP: 1971, 1972, 1973

Average Borrowed & Invested Capital (a)
Earnings (b)

Return

Average Invested Capital (c)
Earnings (d)

Return

Average Total Assets
Earnings (e)

Return

Average Gross Fixed Assets
Gross Operating Profit (f)

Return

1973
($ million)

101,010
14,099
14.0%

75,546
11,678
15.8%

141,297
12,091
8.6%

139,649
34,409
24.6%

1972
($ million)

94,912
8,889
9.4%

71,730
6,860
9.7%

128,552
7,116
5.5%

132,545
24,608
18.6%

1971
($ millios

89,912
9,086
10.1%

67,849
7,269
10.7%

119,962
7,534
6.3%

126,109
21,885
17.4%

(a) Includes long-term debt, preferred stock, common stock, surplus and equity of

minority interests.

(b) Represents net income plus interest charges and income applicable to minority

interests.

(¢) 1Includes preferred stock, common stock and surplus.

(d) Represents net income.

(e) Represents net income plus income applicable to minority interests.

(f) Represents gross operating revenue less operating costs and expenses and

taxes - other than income taxes.

SOURCE: '"Financial Analysis of a Group of Petroleum Companies, 1972, 1973,"

Chase Manhattan Bank
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Secretary Shultz's reasoning was that $7 per barrel of oil provides
sufficient profits to oil companies both to return an adequate profit on
current investments and to encourage and allow investments in new pro-
duction sufficient to substantially reduce U.S. dependence on imported
oil.

An analysis of President Ford's proposed windfall tax on crude

prices by Platts Oilgram (January 20, 1975) concluded that the tax com—

bined with deregulation of old oil prices would increase the average
price of domestic oil from $6.97 to $7.86 per barrel. The rationale
behind this price level was that "original government calculations
reportedly showed a real oil price of between $7-8/bbl which provides
all the incentives needed at this time for production and development
activities, including enhanced recovery projects."1

The conclusion one should draw from this is that the U.S. Government
is attempting to decide what is the "correct" level of profits for the
0oil industry and attempting to write its tax laws so as to bring about
this level of profits. The objective seems to be to keep profits high,
perhaps higher than in 1973 but not let them get "too high."

For the major companies and for the industry as a whole, profita-
bility should continue to be strong for the next few years. It is possible
that market conditions or government actions could change the picture,
but changes in these areas will probably not affect profitability in the
short run sufficiently for pollution control costs to be of significance
to overall production. The greatest potential danger from changes in the
current tax structure and the pollution control requirements is that

investments in future production will be curtailed.

1"Windfall" or Excess Profits Tax, U.S. House Committee on Ways and Means,
1974, p. 135.
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4.3. Capital Requirements

The o0il and gas industry will have to make investments in new exploration,
development, and production well in excess of historic yearly levels in order
to accelerate domestic production. These higher levels of capital expenditures
raise the question of whether the industry will have access to the financing
necessary to achieve the goals of increased domestic production. This issue

was examined by the FEA and Arthur D. Little, Inc., in the Project Indepen-

dence Report. As part of an analysis of the economic impact on the industry

of the proposed effluent limitation guidelines, one must consider whether the
added capital required for pollution control is of sufficient magnitude to
approach capital availability limitations for the industry as a whole or
for individual firms.

The FEA's analysis of the financial availability issue for the energy
industries covered two main points, among others. Since World War II, 20 to
25 percent of total yearly business fixed investments have gone to the energy
sectors. If the same percentage continued over the 11 year period 1975 to 1985,
between $379 and $474 billion (in 1973 dollars) would be available for invest-
ment in the energy industries. FEA's estimate of the total investment required
under an "Accelerated Supply" scenario was $454 billion, including investments
in projects to come on line after 1985. The breakdown of investments by
industry is shown in Table II-29. This estimate did not include outlays in the
petroleum industry which are expensed for tax purposes such as intangible
drilling and exploratory overhead costs nor 4id it include lease bonuses.

They would amount to about $107.4 billion, according to FEA. For an energy
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TABLE II-29

Comparison of Capital Requirements Estimates : Total Dollars
Cumulative 1975 - 1985
(Billions of 1973 Dollars)

FEA
Accelerated
Supply(Without FEA
NPC NAE ADL Work in Progress) Accelerated
(a) (b)  (c) (d) Supply
0il1 and Gas 133 149 122 80.3 98.4
(including refining)
Coal 8 18 6 10.6 11.9
Synthetic Fuels 10 19 6 .6 .6
Nuclear 7 93 84 105.3 138.5
Electric Power Plants 137 53 43 50.5 60.3
(excluding nuclear)
Electric Transmission 42 125 90 92.1 116.2
Transportation 43 - 43 25.5(e) 25.5(e)
Other (f) - - 8 2.2 2.2
Total 380 457 396 367 454

(a) U.S. Energy Outlook, a summary report of the National Petroleum Council,
Washington, D.C., December 1972 (Average of four supply cases)

(b) U.S. Energy Prospects, An Engineering Viewpoint, National Academy of
Engineering, Washington, D.C., 1974

(c) Arthur D. Little estimates based upon an energy conservation scenario
(d) Assumes that imported oil price is $11/B. This column is considered
roughly comparable to the NPC, NAE, and ADL estimates with the exception of
oil and gas capital. The FEA estimates for o0il, gas and refining do not
include lease bonus payments, and outlays that are expensed for tax purposes
(dry hole, intangible drilling and exploratory overhead costs); in order

" to make the FEA o0il and gas figures comparable to the other estimates,
$107.4 billion should be added to the FEA o0il and gas estimates. Work in
progress consists of investment spending made prior to 1985 for new plant
and equipment which will not come on line until after 1985

(e) Does not include investments required for tanker fleets, but does include
$5.5 billion targeted for Trans-Alaska oil pipeline

(f) Solar, Geothermal, Municipal Waste Treatment Plants, and Shale 0il

SOURCE: Project Independence Report, p. 282, FEA, November 1974
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analysis are presented as a range of possible values rather than as point
estimates.

It was not attempted to present future trends in costs and prices
for the period considered. However, the results of the analysis do
allow one to deduce how the estimated impact will change when costs
and prices will change relative to the levels assumed for the analysis

using . = <<»nst levels and a range of prices.
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IV, IMPACT ASSESSMENT METHODOLOGY

IV.1. INTRODUCTION

This chapter describes the methodology whereby the economic impact
of requiring added offshore water treatment equipment and reinjection
facilities is assessed. As discussed in Chapter III, these
facilities are expected to be required to meet the EPA treatment standards
for 1977 and 1983 on offshore 0il and gas producing insgallations.
Given the estimates of investment and operating costs for these
treatment and reinjection facilities discussed in the previous chapter,
and the estimates of the production economics prepared by ADL for the
offshore areas under analysis, the potential impact of these proposed
standards was evaluated in terms of:
@ the loss of potential production due to premature abandon-
ment of production units in 1977 and 1983.

e the loss of potential production due to a decrease in
producing life of wells because of increased operating
costs.

e the total capital required for investment in treatment

and reinjection facilities.

e the average increase in costs per Bbl or MCF produced

resulting from additional investment and operating costs.

In order to cope with the uncertainty associated with various
factors in the analysis, ''best estimates' of average values were made
and then tested to determine the effects on results of possible values around

this average by varying one parameter at a time. The results of the
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TABLE III-5

Distribution of Different Treatment Technologies

Currently Being Used Offshore Louisiana

in Federal and State Waters 1
Volume of 7% of Treated
Treatment Formation Water % Needing Formation Water
Technology As 7 of Total New Units Needing New Units
2
Pits and Sumps®’) 327 95% 30.4%
Tanks 27% 90% 24,37
Plate 9% 100% 9.0%
Flotation* 247 0% .0%
Filters 8% 100% 8.0%
100% 71.7%
1)
Source: by communication with the EPA.
(2)

Onshore treatment of offshore produced formation water.

*
Considered to be Best practicable technology.
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estimate of which types of technology are currently being used for treat-
ment of formation water produced in Louisiana Federal and state waters
(see Table III-5 ). According to their estimates, 247 of all the forma-
tion water produced in that offshore area is presently treated by flota-
tion systems, considered to be the "best practicable'". It can also be
expected that not all of the other systems will have to be replaced by
flotation systems. Some of these systems, given favorable conditions,
will be able to meet the standards without any additional treatment
equipment. Other systems will require modification zt a lesser cost
than the investment costs used in the impact analysis. It was not pos-
sible, however, to allow for all these factors in the analysis.
Therefore, the results of the analysis of the possible impact by the
new treatment standards in 1977 should be considered to present a high

cost estimate.

ITI-14



The EPA's estimates of the cost of drilling and equipping a 3,000
foot injection well in 1973 in the Gulf of Mexico were based on the
average cost of $200,000 for drilling and equipping an oil well in that
depth range.1

These costs increased from 1973 to 1974 by 35.6% according to a
report by the Independent Petroleum Association of America's (IPAA) Cost
Study Committee.2 Using the IPAA index, the average cost of drilling and
equipping a 3,000 foot well was escalated to be $270,000 by ADL. The
maximum reinjection capacity of these wells was assumed to be 10,000
bbls/day based on the Brown & Root report. A 40,000 bbls/day reinjection
plant then would require four wells.

Estimates of the cost of the platform deck area required for addi-
tional treatment and injection facilities in the EPA report were also
based on Brown & Root's estimates. These estimates are applicable if an
additional deck is required because of a lack of space on the existing
platform and for situations where a new platform would be needed. Extra
space requirements exceeding 1,000 square feet were assumed by Brown &
Root to require a separate additional platform.

The economic impact analysis has assumed that all offshore production
units would need to install the additional treatment systems discussed
above. 1In reality, some production units will have treatment systems

capable of meeting the 1977 treatment standards. The EPA has made an

1Joint Association Survey of the U.S. 0il and Gas Producing Industry,
Section I, Drilling Costs, 1973, American Petroleum Association, Feb. 1975.

2Wor1d 0il, Feb. 15, 1975.
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The treatment systems considered to be the Best Practicable Control

Technology Currently Available (BPCTCA) were the following:

® Separation by coalescence, using flow equalization (surge
tanks), desanders and flotation, then discharge to surface water.
@ Separation using flow equalization (surge tank), desanders and

filters with disposal by shallow well injection.

The EPA Draft Development Document presented energy requirements in

terms of annual costs only. To present these requirements in terms of
annual natural gas requirements, ADL calculated the horsepower require-
ments for the treatment equipment using Brown & Root's estimates and
expressed these horsepower requirements in terms of MCF natural gas
equivalent. Horsepower requirements and resulting natural gas require-
ments for reinjection were calculated as well, using EPA's assumed average
depth for injection wells of 3,000 feet.

The derivation of these horsepower requirements are discussed in
Section 8, "Direct Energy Effectiveness of Treatment Equipment", of
Chapter VI. The energy costs were calculated for diesel oil at $10
per barrel and for gas at $0.50 per MCF. Comparing these costs shows
that energy costs will be about 3.5 times higher if diesel oil is used.
Throughout the analysis, the natural gas-based energy costs were used.

Table III- 4 summarizes the abatement costs.

lIn terms of BTU equivalents: 1 bbl of diesel oil = 6 MCF natural gas,
which @ $0.50/MCF would cost $3 or about 3.5 times less than 1 barrel
diesel o0il of $10, when using end-1974 prices.
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I11.3. COST OF POLLUTION ABATEMENT SYSTEMS

The investment and operating costs which are used in the economic
impact analysis were prepared by the EPA based upon the previously
referenced Brown & Root report. The EPA estimates, as presented in

1
their Draft Development Document , added to the Brown & Root costs the

additional costs of desanders and filters based on manufacturers' quotes
with an allowance for installation costs for system capacities of:

e 200 bbls/day of processed water

e 1,000 bbls/day of processed water

e 5,000 bbls/day of processed water

e 10,000 bbls/day of processed water

e 40,000 bbls/day of processed water
The cost estimates were reviewed by ADL for consistency with the Brown
& Root estimates. Further, to allow for inflation between 1973 and 1974,
ADL multiplied the costs of all the treatment equipment by l.24 using a
Nelson inflation index indicating an inflation of 247 for Miscellaneous
Equipment during that period. Estimates of operating costs had been made
as a percentage of the capital costs based on percentages specified in
the Brown & Root report. Consequently, operating costs were inflated by

24% as well.

1

EPA, October 1974: Draft Development Document for Effluent Limitations
Guidelines and New Source Performance Standards for the 0il and Gas
Extraction Point Source Category.
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California State Waters

The California regulations applicable to offshore water disposal
from offshore 0il and gas production are water quality regulations, as
opposed to uniform effluent quality regulations. The Regional Water

Quality Control Boards have the responsibility to establish rules to

protect underground and surface waters suitable for irrigation and domestic

purposes and the "best interests of the neighboring property owners and

the public" (California Laws for Conservation of Petroleum and Gas, 1973,

Resources Agency of California, Sacramento, Calif., 1973, p. 15).

Since many of the offshore producing areas are near public beaches
and recreation areas, the effluent standards which have been issued for
the platforms required treatment to 20 ppm long-term average of oil and
grease before discharge. Rather than treat to this level, most producers

are reinjecting their formation water.

Alaska State Waters

Specific information has not been obtained on the Alaska state

requirements for offshore formation water disposal.

Louisiana State Waters

Louisiana regulations of the offshore o0il and gas platforms require

effluent to be treated to a long-term average of 30 ppm of o0il and grease.

Texas State Waters

The Texas regulations of offshore oil and gas platforms call for the
issuance of permits for each platform based on the potential impact of
the effluent on the local water quality. Many of the permits which have

been issued have set the long-term average of oil and grease content in

the effluent stream as 25 ppm.

III-9



11T.2. CURRENT REGULATIONS

Offshore oil and gas operations are currently regulated by the con-
tiguous state in state waters and by the USGS in Federal waters.
The applicable USGS regulations for the Federal waters in the Gulf

of Mexico are the following:

Wastewater disposal systems shall be designed and main-
tained to reduce the oil content of the disposed water to an
average of not more than 50 ppm... On one day each mon:’i, four
effluent samples shall be taken within a 24 hour period and
determination shall be made on the temperature, suspended
solids, settleable solids, pH, total oil content, and volumes
of sample obtained... No effluent containing an excess of oil
of 100 ppm of total oil content shall be discharged into the
Gulf of Mexico.

(OCS Orders 1 and 2, U.S. Dept. of the Interior,
USGS, 1969, pp. 8-6)

The applicable USGS regulations for the Pacific region are slightly

different:

(a) Water discharged shall not create conditions which
will adversely affect the public health or the use of the waters
for the propagation of aquatic life, recreation, navigation, or

other legitimate uses.

(b) Wastewater disposal systems shall be designed and
maintained to reduce the oil content of the disposed water to
not more than 50 ppm... On one day each month, the effluent
shall be sampled hourly for 8 hours and the following deter-
minations shall be made on the composite sample: suspended
solids, settleable solids, pH, total oil and grease content,
and volume of sample obtained. Also, the temperature of each

hourly sample shall be recorded.

I1I-8



This exemplary system was identified in the EPA's Draft Development

Document, but the guideline specifies the effluent quality the system
can achieve, not the system itself. If an offshore operator can achieve
the effluent standard with a less expensive treatment system, he is free
to do so.

The treatment system costs presented by EPA and updated by ADL are
the costs of installing and operating the exemplary system. Based upon
their analysis, the EPA has concluded that the exemplary treatment tech-
nology, separation by coalescence using flow equalization and dissolved
gas flotation, should be both the 1977 BPCTCA treatment system and the
1983 BATEA treatment system. The effluent limitations are specified
differently under the assumption that between 1977 and 1983 the operators
will be able to increase the performance of their facilities. This
assumption implies that the costs of complying with the 1977 and 1983
treatment requirements are identical. The operator in Federal waters
who installs the equipment in compliance with the 1977 standard has no
further capital cost as a result of the 1983 requirement. In state

waters, the operators will have to go to reinjection in 1983.
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platforms in state waters to end all discharge of produced formation
water. The water can be piped ashore or reinjected into a subsea forma-
tion. In Federal waters, the BATEA requires that for any consecutive

30 days the averages of daily effluent samples not exceed 30 ppm 95% of
the time. The guidelines also require daily maximums, as shown on

Table III-2.

In addition to the BPCTCA and the BATEA guidelines, the EPA is pro-
posing a New Source Performance Standard (NSPS) guideline applicable to
all new wells in both state and Federal waters which is identical in its
requirements to the BATEA guidelines except that its applicability begins
in 1977.

New wells beginning production in state and Federal waters between
1977 and 1983 will have to comply with the NSPS guidelines. By 1983, all
wells in state waters, new and existing, will have to go to reinjection
of formation water. The new wells in Federal waters will continue to
have to meet the BATEA and NSPS requirements.

The EPA used the survey from the Brown & Root report of effluent
quality for different treatment systems now operating in the Gulf of
Mexico and similar data from other sources to identify an "exemplary"
abatement system. From the effluent samples the EPA structured a dis-
tribution of sample results from the exemplary treatment systems, as
shown in Table III-3 , While the Agency believes treatment systems will
produce effluent streams with a long-term average of 27 ppm of oil and
grease, the guideline is written in terms of the maximum value that 95%
of the averages of daily samples can have in anv 30 days (48 ppm in 1977
and 30 ppm in 1983) and the maximum of 95% of the sample values during

any one day (72 ppm in 1977 and 52 ppm in 1983).
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TABLE III-2

PROPOSED EFFLUENT GUIDELINES

0il and Grease Limitations
Average of daily

. values for 30

Maximum consecutive days Residual

Guideline for one day shall not exceed4 Chlorine
ppm> ppm ppm

BPCTCA
state waters

produced water 72 48 NA
deck drainage 72 48 NA
sanitary waste NA NA 1

federal waters

produced water 72 48 NA

deck drainage 72 48 NA

sanitary waste NA NA 1
BATEA )

state waters

produced water ———— no discharge ————— NA
deck drainage 52 30 NA
sanitary waste NA NA 1

federal waters

produced water 52 30 NA

deck drainage 52 30 NA

sanitary waste NA NA 1
NSPS

state waters

produced water —— no discharge ——m— NA
deck drainage 52 30 NA
sanitary waste NA NA 1

federal waters

produced water 52 30 NA

deck drainage 52 30 NA

sanitary waste NA NA 1
NOTE:

1. There shall be no discharge of free oil to the surface waters.

2. There shall be no discharge of floating solids as a result of sanitary
waste discharge.

3. ppm (parts per million) is equivalent to a milligrams per liter
(mg/1) concentration.

4, During the 30 days, 957 of the daily averages must not exceed the
ppm standard.

SOURCE: U.S. Environmental Protection Agency
II1-4
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Based upon a preliminary economic impact assessment among other
factors, the initial guidelines were modified to the form reported here.
Table III-1 lists the applicability of the guidelines to "new'" and
"existing' sources of effluent discharge. Over 30 wells may produce to
one offshore platform. In most producing areas, the produced formation
water from the wells is now separated from the oil and gas, treated and
discharged to the ocean. Several producing platforms can pipe their
production to one processing platform which discharges the formation
water after treatment. Each of the discharges from a platform is a
point source under the guidelines. 1In addition to the discharge of
produced formation water, the rain water runoff and sanitary waste must
be collected and treated on each platform. For these discharges, each
platform is a point source.

Table ITI-2 1lists the proposed guideline requirements. The guide-
lines separate the offshore producing areas into what are called the
state and Federal waters. This is the jurisdictional distinction between
those o0il and gas fields whose development and operations are the respon-
sibility of the contiguous states, as opposed to the U.S. Geological
Survey. The EPA has adopted the state and USGS jurisdiction boundary to
sub—categorize the offshore producing areas. The state and Federal waters
boundary is approximately three miles from the shoreline.

In 1977, the BPCTCA guidelines will require the formation water pro-
duced from offshore wells in both state and Federal waters to be treated
such that for any consecutive 30 days the averages of daily effluent
samples (four per day) will not exceed 48 parts per million (ppm) of oil

and grease 95% of the time. In 1983, the BATEA guideline requires

IT1-2



ITI. PROPOSED EFFLUENT LIMITATION GUIDELINES

ITI.1. PROPOSED EPA REGULATIONS

The U.S. Environmental Protection Agency is proposing a set of
effluent limitation guidelines for the offshore o0il and gas production

industry. There are three sets of proposed effluent guidelines:
1. The Best Practicable Control Technology Currently
Available (BPCTCA) (1977 implementation)

2. The Best Available Technology Economically Achievable

(BATEA) (1983 implementation)

3. The New Source Performance Standard (NSPS)

(1977 implementation)

In November 1974, the EPA issued the Draft Development Document for

Effluent Limitations Guidelines and New Source Performance Standards for

the 0il and Gas Extraction Point Source Category. This report presented

c e . . 1
an initial recommended set of guidelines based largely on a report™ by
Brown and Root, Inc., for the Offshore Operators Committee, an association

of companies operating offshore oil and gas wells.

Determination of Beat Practicable Control Technology Currently Available
To Remove 0il from Water Produced with 0il and Gas, March 1974.
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the industry is moving beyond the "optimal' capital structure, the cost of
capital will rise. Wurthermore, given the fact that interest rates have
been unusually high in 1973 and 1974, one might expect a decline in the cost

of debt in the near future and a rise later.

The cost of capital has been used in this report to help evaluate whether
firms will make the required investment to come into compliance with the
proposed produced water treatment and reinjection requirements. The revenue
stream resulting from making the investment and keeping the well in préduction
has been discounted at the rate of the cost of capital. If the net present value
of the investment in the treatment equipment is positive, the assumption has
been made that the firm will make the investment rather than close in the well.
If the industry cost of capital lies in the 10.47% to 12.0% range, theoretically,
more firms will be able to make the investment. If the industry cost of capital
lies in the 12.07% to 14.6% range, fewer firms can be expected to make the
investment.

While 127 seems to be a realistic cost of capital value, the impact
analysis has used 12%, 157%, and 207 to test the sensitivity of the results to
different assumed or actual cost of capital values. The high end of the range
has been chosen so that any possible errors in the analysis will be on the
conservative side. A high cost of capital places the greatest burden on

justification of investments which have a long time horizon.
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are to buy a stock.

One method is to calculate the actual rates of return achieved by share-
holders in the past, on the assumption that past rates of return are an accurate
indication of shareholder expectations. The principal weakness of this approach
lies in this very assumption. Given the increased uncertainties about oil
prices, taxation, and regulation, the risk factors of the petroleum industry may
seem to be changing, causing a corresponding change in expected rates of return.
Thus, this method did not seem appropriate for this analysis.

A second method involves deriving the cost of equity from expectations
about future dividends. This method is similar to the first one, but it
involves a much longer time horizon. The principal difficulty in this approach
is estimating future dividends. For a number of oil companies, the dividend
payout ratio has decreased from 547 in 1969 to about 40% in 1973 and about 307
in 1974. Recent financial data show that for the first quarter of the years 1968-1975,
profits as a percent of gross operating revenue have been steadily decreasing,
with the exception of 1973 and 1974. 1In 1975, this percent was a record low.
Thus, due to the difficulty of estimating future dividends, this method was
not used.

A third method, which seemed most appropriate, involves calculation of a
risk-adjusted rate of return. By owning a portfolio of stocks, an investor
can partially eliminate the risk involved in owning one stock. That risk which
cannot be diversified away is the covariance of the stock with the total market.
This covariance is known as the firm's "beta" (@). For example, if a firm's
stock has a beta of 1.0, when the total market moves up or down by 10Z, this
stock also moves up or down by 10%Z. If the beta were 0.5, the stock would move

up or down by 5%. The beta of a stock is a substantially complete measurement

I1-92



Thus, for the purposes of this analysis, the weighted average cost of capital
will consist of a factor for the cost of debt and a factor for the cost of
equity.

The mathematical expression generally used to calculate the weighted

average cost of capital is as follows:

S B
€ = < (k) +—— (kg) (1-t)

where: C = weighted average cost of capital
S = market value of the firm's stock
B = market value of the firm's debt |
V = market value of the firm

k_ = cost of equity
k. = cost of debt
t = marginal tax rate of the firm.

Estimate of the Cost of Debt

Approximating a firm's cost of debt is a fairly straightforward matter.
Assuming that recent bond issues are representative of the firm's normal
current and expected future debt costs, the cost of this recently acquired
debt can satisfactorily be used as a gurrogate for kd in the cost of capital
calculations. Recent petroleum bond issues (rated AAA to A) have had yields

ranging from 9.0% to 9.5%. In this analysis, 9.5% is used as the cost of

debt financing.
Because the range in bond yields is so small, a separate cost of debt has
not been calculated for each firm in this sample of the petroleum industry.

Estimate of the Cost of Equity

Calculation of the cost of equity is the controversial element in a cost
of capital analysis. There are several methods which one can use. The cost

of equity is the rate of return which investors require on their money if they
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Atlantic Richfield
Cities Service
Continental 0il
Exxon Corp.

Forest 0il Corp.
Gulf 0il Corp.
Kerr-McGee Corp.
Mobil 0il Corp.
ODECO (private?)
Pennzoil

Phillips Petroleum
Placid 0il Co. (private?)
Shell 0il Co.
Signal

Shelly 0il Co.

TABLE II-40

0il Stock Prices

High

113

62

58

99

11

25

92

56

30

71

72

22

73

Southern Natural Gas--merged 5/73

into Southern Natural
Resources, Inc.

Standard 0il (Calif.)
Standard 0il (Ind.)
Sun 0il Co.

Superior 0il Co.
Texaco, Inc.

Union 0il (Calif.)

Tenneco

55

36

45

61

304

32

56

24

3/4
1/4
1/2
3/4
1/8
1/4
1/2

1/2

1/2

3/8

7/8

3/4

1/2
5/8
7/8

3/4

7/8
3/4

3/4

II-96

Low

73
32
29
54
(Bid)
16
47

30

12

31

30
12

44

27
20
39
33
134
20
27

16

3/4

7/8

1/8

5/8

3/4

5/8

1/4
3/4

1/4

1/8
1/8
7/8

3/4

1/4

3/4

12/31/74
P/E Ratio Closing

11 90

5 42 1/4
5 44

5 63 1/7
11 1/2 (Asked)

3 17 1/4
16 71

3 36 1/4
5 16 7/8
7 41 1/2
6 46

2 13 1/4
7 55 1/2
7 41 7/8
3 21 3/4
6 42 1/2
4 35 3/8
15 172

3 20 7/8
4 38 1/2
6 23 1/4



Several words of caution about the cost of capital for an industry should
be added at this point. Although 12% may be an appropriate general measure of
the cost of capital of the petroleum industry, each company has a different
capital structure and amount of risk associated with it. The cost of capital
for the individual firms ranges from 8.3% to 16.07%. Rather than saying that
the cost of capital of the industry is about 12.07%, it may be more appropriate
to state that the cost of capital in the industry ranges from 8.3% to 16.0%.

Furthermore, interest rates and stock prices have fluctuated widely in the
past 24 months. As shown in Table II-40, common shares of many of the off-
shore producers had a price three to seven times earnings on December 31, 1974;
however, this P/E ratio fluctuated greatly during the year.

In addition, the gap between internally generated funds and needed capital
investments has widened considerably. Although gross revenues grew at an
average rate of 19.27 between 1969 and 1974, available cash flow grew by only
14.7%. 1In 1974, while revenues increased nearly 75% from 1973, cash flow rose
by only 31%. As a result, the petroleum industry must increasingly resort to
outside financing. This trend is already evident. Between 1967 and 1972, the
industry's ratio of long-term debt to total invested capital (long-term debt,
preferred stock, and common stock) has risen from 0.18 to 0.28. It is
expected to rise to 0.30 in the near future. Thus, one might also expect a
rise in the cost of equity and the cost of capital for the industry. Traditional
financial theory implies that the cost of capital is not independent of such
changes in the capital structure. If the industry has not yet reached the debt
limit, the increase in the cost of equity will be offset by the use of cheaper

debt funds, resulting in a lower over-all cost of capital. However,
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4.5. Cost of Capital

Introduction

One objective of a business organization is to maximize the market value
of the firm's equity. When evaluating investments with this objective one can
use the firm's cost of capital as a means of ranking investment alternatives.
The cost of capital is the rate of return on investment projects which leaves
unchanged the market price of the firm's stock. The cost of capital can be
employed in a number of ways: 1) an investment project is accepted if its
net-present value is positive when cash flows are discounted at the cost-of-
capital rate; or 2) a project is accepted if its internal rate of return is
greater than the cost of capital. Thus, the cost of capital represents a
cut-off rate for the allocation of capital to investment projects.

The cost of capital is one of the most difficult and controversial topics
in finance. There is wide disagreement, both in practice and in the financial
literature, about how to calculate a firm's cost of capital.

Weighted Average Cost of Capital

There are a number of alternative sources of financing available to a
firm; they include long-term debt, preferred stock, common stock, and retained
earnings. If more than one type is‘present in the capital structure of the
firm, the weighted average cost of capital reflects the interdependencies among
the individual costs. For example, an increase in the proportion of debt
financing will cause an increase in the risk borne by the common shareholder.
The shareholder will then require a higher rate of return, implying a higher
cost of equity.

As indicated in Table II-38, preferred stock does not represent a very

high proportion of the capital structure of the leading offshore producers.

I1-90



The o0il industry now is in relatively strong financial condition.
It anticipates making capital investments between now and 1983 far in
excess of the investments required for compliance with the effluent
guidelines. Thus, the investments in offshore water treatment and
reinjection equipment cannot be regarded by themselves as being of
importance to the financial strength or the required capital investment
burden of the industry between 1975 and 1983.

Statements about the relative importance of a proposed regulation
on one activity of an industry neglect the cumulative effects of other
regulations, inflation rates, materials and labor costs, etc. When
judging the impact of the effluent guidelines, one is at best making
qualitative judgments about their importance relative to the total

capital demands on the industry at the same time.
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payments he is owed are covered by earnings. 1In 1972, which was the
lowest recent profit year, the interest coverage ratio was 10.7. In
1973, the ratio was 14.5. If long-term lease arrangements and produc-
tion payments are regarded as debt, the “ase Group's debt in relation
to capital employed would have been 33% in 1973. While the precise
figures are not reported by Chase, the interest cover: ge would fall to
9.3 in 1973 if the lease payments and production paymen.: are regarded
as yearly payment obligations similar to interest with an =qual claim
on revenues.

On the basis of their capital structure, the larger oil companies
must be regarded as fimancially strong. Though hard to quantify, the
companies seem to have the capacity for undertaking additional debt in
the coming years. Whether this capacity will be sufficient along with
other capital sources to meet the industry's needs or national energy
goals is open to some question and beyond the intent of this brief
discussion.

The role of the industry financial analysis in this economic impact
study is to characterize the financial condition of the industry and report
reputable estimates of the capital burden which the industry is likely
to experience in the absence of the pollution abatement requirements.
Given the financial condition and the other capital demands, this report
should indicate whether the magnitude of capital expenditures required
by the effluent guidelines will significantly distort the total industry

capital demands or its financial condition.
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the debt and equity percentages for 41 petroleum companies for 1972.
On the average, equity accounts for 66.8% of total capitalization. One
also sees in Table II-37 the predominance of retained earnings in net
worth. About 75% of shareholders' equity is retained earnings. In
1964, the retained earnings were 627 of equity.

Although the ratio of long-term debt to equity has been rising
to its present level of about 28%, it is below what one would reasonably

expect to be an upper limit of debt capacity for a profitable industry.

Each year Dun's Review publishes financial ratios for 71 categories of

manufacturing firms. For 1973, the average of the ratios of total debt

to net tangible worth for these firms was 103%. For the Chase Group of
petroleum companies, the comparable ratio was about 78%. The concept of
an "upper limit'" is an abstraction referring to a range which is viewed

as meeting some set of criteria by the banking and investment community
and applicable to a particular industry. A firm which takes on signifi-
cantly more debt than other firms in its industry exposes its debtors to
higher risks than other firms in the industry. With such a high debt
portion of its capital structure, a company may face higher interest rates,
lower bond ratings, problems of raising equity or possibly the non-availa-

bility of funds.

In 1973, the Chase Group had long-term debt of $22.7 billion. 1In
comparison, the Group's working capital was $19.6 billion and their net
fixed assets were $79.6 billion. Total net assets were $79.1 billion.
The ratio of debt to total capitalization is .47 as compared with about
.6 as characteristic of manufacturing industries. One can also look
at the interest coverage by before tax income. The calculation is before
tax income plus interest payments divided by the interest payments,

From the creditor's viewpoint, this ratio indicates how much the interest
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Debt Equity Other?
° Pennzoil. Co. 55.6% 35.7% 8.7%
Apco 0il Corp. 44,0 54.9 1.1
Amerada-Hess Corp. 44,1 55.2 .7
Ashland 0il, Inc, 36.1 53.4 10.5
] Atlantic Richfield Co. 21.4 77.3 1.3
Belco Petroleum Corp. 40,3 59.7 -
. British Petroleum Co. 37.1 59.8 3.1
° Cities Service 27.9 59,3 2.8
Clark 0il and Refining 34,7 6..0 4,3
Commonwealth 0Oil 44,2 46 .8 9.0
° Continental 0il 28.6 66.7 4.7
® Exxon Corp. 17.0 79.6 3.4
Gen. Am. 0il of Texas ) 99.5 -
Getty 0il Co. 6.3 80.5 13.2
L] Gulf 0il Corp. 25.5 71,2 3.3
Gulf 0il Canada 18.7 70.8 10.5
Helmerich and Payne 48.0 52.0 -
Imperial 0il, Ltd. 14,6 74.1 11.3
b Kerr-McGee Corp. 18.5 71.5 10.0
Louisiana Land and Expl. 30.5 69.5 -
Marathon 0il Co. 28.8 71,2 -
Mesa Petroleum 58.5 41.1 4
° Mobil 0il Corp. 16.8 79.9 3.3
Murphy 0il Corp. 35.0 42.1 22.9
Occidental Petroleum 54.0 44,7 1.3
Pacific Petroleums Ltd. 32.4 67.6 -
° Phillips Petroleum Co. 29.6 68.0 2.4
Quaker State 0il 25.4 68.4 6.2
Royal Dutch Petroleum 20.4 68.6 11.0
° Shell 0il Co. 26.0 74.0 -
Shell Transport and Trad. 21.8 66.4 11.8
° Skelly 0il Co. 11.1 88.9 -
° Standard 0il (Calif.) 16.5 83.5 -
° Standard 0il (Ind.) 20.7 73.9 5.4
Standard 0il (Ohio) 26.9 68.8 4.3
° Sun 0il Co. 22.8 69.8 7.4
° Superior 0il Co. 22.3 77.7 -
Tesoro Petroleum 24.8 71.7 3.5
d Texaco, Inc. 13.9 73.2 12.9
* Union 0il of Calif. 26.3 68.2 5.5
United Refining Co. 36.9 63.1 -
Average 28.4 66.8 6.5

LABLE L1-38

PETROLEUM INDUSTRY CAPITALIZATION, 1972

CAPITAL STRUCTURE

1. 1Includes: Preferred Stock, Deferred Taxes, and Minority Interest.
® Leading offshore producers (representing 92.2% of total offshore production)

SOURCE: '"Value Line'", cited in Opinion 699, Appendix E, Federal Power

Commission, 1974
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far more important to the overall profitability and access to
capital of the industry than the proposed pollution control

standards.

@ While FEA has said that the industry can reasonably be expected
to finance itself, knowledgeable people have questioned the

conclusion, and it should be used here with caution.

@ Over the period 1977-1983, the o0il and gas industry will make
capital investments of approximately $6-$7 billion per year on
the exploration, development, aqd production of offshore oil
and gas. Total industry capital investment during the period

will be about $14-$18 billion per year.

4.4. Capital Structure

The petroleum industry has historically depended primarily on
internally generated funds rather than borrowed capital. Table II-37
is the balance sheet for the Chase Group for 1971, 1972, and 1973.
Long~term debt plus deferred cpedits and minority interests makes up
227-23% of total capitalization for the three years and is about 407 of
the value of equity. The‘portion of total capitalization which is longer-—
term debt has been gradually rising since 1964, when it was about 137%.
Although long-term lease arrangements and production payments do not
appear on the balance sheet, they are sources of additional capital.

If they were regarded as debt, the Group's debt in relation to capital

employed would have been 337 in 1973 and 22% in 1964. Table II-38 lists
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TABLE 1I-36

TYPICAL YEARLY CAPITAL EXPENDITURES
OF SEGMENTS OF THE OIL INDUSTRY IN THE U.S.

Offshore 0il and Gas Production $6-$7 billion per year
Onshore 0il and Gas Production $3-$4 billion per year
Other Capital Expenditures $6-$7 billion per year

(refineries, pipelines,
marketing, etc.)

Total $14-$18 billion per year

SOURCE: Arthur D. Little, Inc., estimates
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TABLE II-35

EXPLORATION AND DEVELOPMENT EXPENDITURES
IN THE U.S.: 1972 AND 1973

1973 1972
($ million) ($ million)

Expenditure
Lease acquisition

Onshore 500 200

Offshore 3,100 2,275
Producing wells 2,705 2,330
Dry holes 985 935
Geological and geophysical

expense 675 575
Lease rentals 175 165

Total 8,140 6,480

SOURCE: '"Capital Investments in the World Petroleum
Industry, 1973", Chase Manhattan Bank
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As a comparison, Chase publishes a survey entitled "Capital
Investments of the World Petroleum Industry" each year. The most
recent year covered is 1973. Table II-34 lists the capital expen-
ditures for the U.S. and for the world for 1962 through 1973.

Table II-35 is a breakdown of exploration and development expen-
ditures in the U.S. for 1972 and 1973.

Chase lists in Table II-34 the sum from Table II-35 of expen-
ditures for lease acquisition, producing wells, and dry holes. The
remaining items were not counted as being capitalized. This pattern
may not always hold true, particularly for dry holes and geological
and geophysical expenses.

The estimates of expenditures by the Journal and by Chase are
significantly different for the exploration and production categories.
However, they give general guidance as to the level of expenditures
one should use as a point of comparison with the pollution control
capital expenditures. Table II-36 lists the general comparison values
which can be used in the impact analysis.

There are three points one should conclude from this discussion

of o0il industry financial resources:

e The profitability of the oil industry, its tax liability, and
its ability to finance itself are critically dependent on
government policy and actions. Powerful political groups
are keenly interested in changing government policies to make

the industry more or less profitable. These influences are
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TABLE II-33

ESTIMATED CAPITAL AND EXPLORATION EXPENDITURES OF U.S. OIL INDUSTRY

(1972-1975)

1975 1974 1973 1972
(budgeted) (estimated)
($ million) (8 million) ($ million) ($ million)

Exploration and Production

Drilling and Exploration 8,034.0 7,657.0 6,660.8 5,717.6
Production 2,104.1 2,005.5 1,734.8 942.4
0CS lease bonus 5,500.0 5,024.0 3,082.0 2,258.8

Total 15,138.1 14,686.5 11,477.6 8,918.8

Other Expenditures

Refining 3,127.8 1,974.7 1,103.8 946.6
Petrochemicals 1,643.1 816.3 269.1 300.6
Marketing 1,106.0 780.7 914.5 1,148.9
Natural Gas Pipelines 988.0 541.0 600.0 578.0
Crude Products Pipelines 2,318.0 1,096.0 150.0 94.0
Other Transportation 240.4 148.7 152.9 175.0
Miscellaneous 1,684.0 1,073.3 646.9 570.0
Total 11,106.9 6,430.7 3,837.2 3,813.1
Total Expenditures 26,245.4 21,117.2 15,314.8 12,731.9

SOURCE: 0il and Gas Journal, Feb. 3, 1975
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Looking ahead to the next ten years, one sees conflicting currents.
Higher crude and natural gas prices have allowed large increases in
profits per barrel. On the other hand, the high prices will dampen
demand and also raise public concern about excess oil company profits.
One must also consider that 1973 and 1974 saw foreign operations gene-
rating the largest earnings. This, combined with price controls and
excess profits taxes in the U.S., may discourage investment in U.S.
operations rather than even a continuation of historic patterns.

As has now been said several times, it is very difficult to project
profitability or capital expenditures patterns for the industry over an
extended period of time, given the economic and political uncertainties
of the next few years. While it is probably inaccurate to simply pro-
ject trends from the last ten years into the next ten, it is equally
wrong to extrapolate the trends of the last year or two which saw the
devaluation of the dollar and large inventory profits. The 0il and Gas
Journal collects capital expenditure statistics each year from 150 firms
which are then proportionately projected to the whole industry pn the
basis of the companies' portion of total industry crude production.
Table II-33 lists the results for 1972, 1973, and 1974 plus a projection
for 1975. The Journal does not make a clear distinction between
expenditures which companies capitalize and those they do not. The
drilling and exploration expenditures probably include significant funds

which are normally expensed by the companies.
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TABLE II-32

SOURCE AND USE OF CAPITAL FOR CHASE GROUP IN 1973

$ million (%)
Funds Available From:
Cash flow 21,230 (73.4)
Long-term debt issued 4,381 (15.2)
Preferred and common stock issued 432 (1.5)
Sales of assets and other transactions 2,867 (9.9)
Total 28,910 (100.0)
Funds Used For:
Capital expenditures 14,637 (50.6)
Investments and advances 382 (1.3)
Dividends to company shareholders 3,965 (13.7)
Dividends to minority interests 157 (0.6)
Long-term debt repaid 3,698 (12.8)
Preferred and common stock retired 570 (2.0)
Total 23,409 (81.0)
Change in Working Capital 5,501 (19.0)
SOURCE: '"Financial Analysis of a Group of Petroleum Companies, 1973",

The Chase Manhattan Bank
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TAELE II-31

CASH FLOW OF CHASE GRO.:F FOR 1973

S miilions

Net income 11,678 (55%)

Write-offs (incl. depreciation 8,345 (39%)
and depletion)

Other non-cash charges (net) 1,207 (67%)

Total Cash Flow 21,230 (100%)

SOURCE: '"Financial Analysis of a Group of Petroleum Companies, 1973",
The Chase Manhattan Bank
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If the $34.1 billion lease bonus payments of Table I1I-30 are added
into the total capital requirements in Table II-29, the FEA Accelerated
Supply estimate rises to $488.1 billion. Geological and geophysical
expenses can add another $5 to $8 biliion in capital requirements over
the period. The $493-496 billion is beyond the range of $379-474 billion
which FEA estimated would be available from traditional financing patterns
for the energy industries.

A definitive analysis of capital requirements or capital availability
for the oil and gas industry is beyond the scope of this study. For the
purposes of this analysis, one should note FEA's conclusion, but it
should be used with caution.

The Chase analysis of 30 major oil companies cited earlier compiled
the sources and uses of funds by the companies. Table II-31 lists the
sources of cash earnings for 1973. Thirty-nine percent of the cash flow
is from various capital recovery mechanisms such as depreciation and
depletion. Table II-32 lists all of the sources of capital and their
disposition for the year. The effective end of depletion allowances
for the large oil and gas companies has reportedly had a major impact on
cash generation for the companies. Industry-wide data, such as for the
Chase Group, is not yet available for the first quarter of 1975; however,
reports by individual firms have identified the end of the depletion

allowance as having a major effect on cash generation.
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TABLE II-30

Estimates of Petroleum Industry Capital Requirements
(Billions of 1973 Dollars)
1975 to 1985

FEA
FEA Accelerated
Accelerated Supply
Supply Adjusted
Without Work- for Work-
in-Progress in-Progress
0il & Gas (1) 80.3 98.4
0i1 & Gas Capital
Qutlays That
Are Expensed (2) 73.3 73.3
Transportation:
0i1 & Product
Pipelines 11.9 11.9
Gas Transmission 5.5 5.5
Lease Bonus Payments 34.1 34.1
TOTAL $205.1 $223.2

(1) IncTudes: 0il, Natural Gas, and Refinery Output Numbers.
(2) Includes: Dry hole, intangible drilling, and exploratory overhead costs.

SOURCE: Project Independence Report, p. 290, FEA, November 1974
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conservation scenario, the total capital requirements were estimated to
be $396 billion, including expensable outlays. The conclusion was
drawn by the report that, as a whole, the energy industries would have
access to adequate capital, assuming a simple continuation of their
past share of investment funds.

For the oil and gas industry, including refining, FEA estimated
that $98 billion would be required over the 11 year period for the
Accelerated Supply case. Table II-30 shows these estimates plus the
expensed items. FEA believes this level of investment can be entirely
financed from internal funds with additional funds available for pro-
jects outside the oil and gas industry.

This conclusion is disputed by many inside and outside the oil
industry. One of the major exceptions that is made to the FEA analysis
is the treatment of lease bonuses. In Table II-29, FEA has not included
$34.1 billion that FEA expected to be paid for lease bonuses from 1975
to 1985. Moreover, this value is probably too low since payments in

1974 were $5.0 billion and are projected by the 0il and Gas Journal to

be $5.5 billion in 1975 (February 1975).
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e Investment in treatment systems in 1977 and in reinjection
system in 1983 (Strategy 1)

e Investment in treatment system in 1977 and abandonment in
1983 (Strategy 2)

e Investment in reinjection in 1977 (Strategy 3).

Having calculated the investment requirements and present values of net
after tax cash flows for these three different strategies, the strategy with the
highest net present value is selected. For that strategy the loss in potential
production is calculated and stored together with the investment for 1977
and 1983.

When all leaseblocks have been evaluated in this manner, the following
information is printed out:

e Total annual loss in potential production of oil and associated

gas and condensate by either early abandonments in 1977 and 1983
or by the decrease in producing life of production units.

e Cumulative total of potential production lost.

e Annual potential production and cumulative total potential

production.

® Maximum annual water production and cumulative total water

production.

e Total investment in 1977 and 1983.

® Percentage of total investment in 1977 in reinjection facilities.

e Average annual operating costs per barrel or per MCF produced

and average addition to operating costs per unit produced due to

treatment and/or reinjection.

The period covered in the analysis extended up to the year 2000.
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Adding the annual treatment cost to existing operating cost levels
the economic life of the leaseblock is again calculated and the decrease in
that economic life by the added operating costs is established.

To determine whether the investment will be paid for by the remaining
production the annual after tax cashflow is calculated for each of the
remaining years post 1977. 1If the present value of that after tax cash
flow happens to be smaller than the investment required in 1977, then the
loss in potential production due to early abandonment of the leaseblocks'
production units is calculated. Otherwise the loss in potential production
due to a decrease in the leaseblocks' producing life is calculated and is
stored together with the information on the required investment. When all
leaseblocks have been analyzed, output tables are printed out which show the
total annual production foregone for all leaseblocks by either early
abandonments in 1977 or by decreases in the producing life, plus information
on the total investment required in 1977.

For state waters the analysis performed by the program is
more complicated because of the reinjection requirement in 1983. Using
the same criteria as in federal waters, three possible investment strategies
are evaluated and compared.

First, however, it is determined whether the producing life of the
leaseblock extends beyond 1983. 1If this turns out not to be the case, then
the investment in treatment in 1977 is evaluated in exactly the same manner
as described above for federal waters.

If the producing life of the leaseblock extends beyond 1983, then
the after tax cashflows of the following three strategies are calculated

(See Figure IV-8):
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FIGURE IV-/
Computer Flow Diagram
State Waters
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FIGURE 1V-6
Computer Flow Diagram
Federal Waters
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